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PREFACE 

The object of the present volume is to trace the 
history of income tax in India from i860 onwards, 
to study the existing system and to offer some 
criticisms derived from a comparative study of 
British and Indian income tax laws. So far as 
the present writer is aware, no comprehensive and 
critical account of the Indian income tax has pre- 
viously been written. The reasons for this lack of 
interest in the subject are not far to seek. Income 
tax, until very recent times, has had an uneventful 
career. No acute political controversies, such as 
marked the vicissitudes of the customs revenue in 
India in the 'seventies and the 'eighties of the last 
century, nor such subtle theoretical discussions as 
have attended the chequered career of the Indian 
land revenue, have disturbed the even tenor of its 
life. Then, again, until the outbreak of the last 
European War, income tax occupied an unimportant 
place in Indian budgets. 

The changes brought about by the war have now 
given this source of revenue a much more important 
position in the Indian fiscal system. It is, therefore, 
fitting that the tax should be subjected to a critical 
examination. We need to study the considerations 
which from time to time impelled the Government 
of India to effect changes either in the scope of 
the tax or in the methods and machinery of its 
assessment . We need also to explore the possibilities 
of removing inequalities and of increasing the yield 
of the tax in the future, without inflicting injustice 
or hardship on the tax-payers. 

vii 
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THE EVOLUTION OF THE 
INDIAN INCOME TAX 


CHAPTER I 
INTRODUCTORY 

Income tax has now come to be regarded as a necessary 
feature of any well-arranged scheme of finance. It is now 
realized that the r61e of this tax is to correct the inequalities 
of a revenue system which relies exclusively or predomin- 
antly on the taxation of the common necessaries of life. 
Taxation of these commodities which are universally con- 
siuned is regressive in character, as the proportion of income 
spent on them declines as we ascend higher up the scale of 
income. A revenue system which includes many regressive 
taxes of this character, must also have some sharply pro- 
gressive ones to maintain the balance and introduce an 
element of progression ; and the taxes that are generally 
resorted to for this purpose are an income tax and an 
inheritance tax. 

From this point of view it is a matter of perfect indiffer- 
ence to a community which one of those taxes is imposed. 
Yet there are other considerations of a far-reaching charac- 
ter, which point to the imperative necessity of an income 
tax in order to adjust properly the burden of taxation in a 
country. A tax system which has any claim to be con- 
sidered as equitable and fair should pay regard to the 
domestic circumstances of the tax-payer, and also introduce 
an element of differentiation as between income derived 
from property and investment on the one hand and that 
derived from personal exertions on the other. Regarded 

1 
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in this light an income tax is perhaps an essential instru- 
ment in the hands of a Finance Minister. 

While theoretic considerations point to the paramount 
necessity of an income tax in the revenue S57stem of any 
well-ordered State, it is curious to find this tax adopted in 
many countries only in comparatively recent times. In 
Germany, for instance, in its modem form income tax dates 
only from the year 1891. In the U.S.A. the Federal income 
tax dates from the year 1913. The American Constitution 
laid down that no (hrect tax should be levied unless it was 
apportioned among the States in proportion to population 
and was uniform. The Supreme Court declared the Federal 
income tax of 1894 “ unconstitutional,” inasmuch as being 
a direct tax it W£is not apportioned in accordance with the 
terms of the Constitution. It was only when the Constitu- 
tion was amended in 1913 that it became possible to levy a 
Federal income tax in the U.S.A. A comprehensive income 
tax was placed on the statute book in France only in July, 

1914- 

The position in Great Britain and India presents an 
interesting contrast to that in other countries. In Great 
Britain income tax had its origin in 1798 in the fi nan Hgl 
necessity caused by the war with France. It was repealed 
in 1816 with the advent of peace. For the next quarter 
of a century the tax remained an unused instrument till 
it was revived by Sir Robert Peel in 1842. Since then it 
has passed into a permanent feature of British budgets and 
has occupied a place of ever-increasing importance. In 
India the tax had its origin in the deficit in revenue caused 
by the outbreak of the Sepoy Mutiny of 1857. It was 
imposed for the first time in i860, and was largely based 
on the then existing English tax with its separate schedules. 
An elaborate Act was passed comprising several parts and 
over two hundred sections. After a brief experiment last- 
ing for a period of five years, the tax was abandoned in 
favour of other direct taxes each having its distinctive 
appellation. The income tax was revived during 1869-73 
to be abandoned once again. As a permanent feature of 
Indian budgets it dates from 1886 when the evigenrip,*; of 
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finance necessitated its reimposition. Since then, like its 
British protots^e, it has become a regular feature of the 
tax system of the country, and, although by no means com- 
parable to the British income tax as an engine of finance, 
it has steadily become a more important feature in the 
budget. 

The history of Indian income tax may conveniently be 
divided into three well-marked periods. The first period 
dates from i860 and ends with 1885. This was the period 
of trial and error. During this time income tax was twice 
adopted and twice abandoned. India also experimented 
with three other direct taxes closely akin to an income tax, 
known twice as licence tax and once as certificate tax. 
The characteristic feature of this period is the vacillation 
of the Government in their efforts to adjust the burden of 
taxation as between the landed interests, the fundholders 
and the trading and professional classes. Each one of these 
classes becomes the target of attack on different occasions, 
and the impression which the history of this period leaves 
on the mind of a detached observer is that the Government 
were not guided by any definite, rational or consistent 
principle. The fundholder is once singled out for taxation 
to be told a few years later that he could not be taxed 
without the Government being charged with breach of 
faith. The income from land is brought under taxation 
for a few years, and then suddenly the Government dis- 
cover either that the Permanent Settlement of land revenue 
stands in the way of taxation of agricultural income in 
Bengal, or that the land revenue is so heavy in other Pro- 
vinces as to be oppressive. The fact is that during this 
period the Government were for the first time feeling their 
way through a dark and complicated lab3uinth, with no 
light in the shape of past experience to guide them. 

The second period, which may be called the period of 
consolidation, ranges from 1886 to 1914. The beginning 
of this period saw the main lines of policy definitely fixed, 
and the efforts of the Government were directed in the 
main towards setting up an adequate machinery for the 
work of assessment. Minor alterations were made from 
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time to time, but the general features of the tax remained 
unchanged till after the declaration of the European War, 
when financial necessity brought about extensive changes 
of an important character bringing the Indian income tax 
into line with its protot5rpe in Great Britain in several 
respects. 

The reform of income tax during and after the war has 
been swift, sudden, and extensive. The introduction of 
graduation, the insistence on returns from assessees, the 
inclusion within the scope of the tax of certain categories 
of income which had hitherto escaped taxation, the elabora- 
tion of the rules relating to depreciation of plant and mach- 
inery — ^these and a number of other reforms came in quick 
succession, all of them having their share in transforming 
the old and comparatively simple structure into a financial 
instrument of great complexity. During this period the 
enactments on income tax became so numerous and the 
changes inaugurated by them so varied in character, that 
the Government found it necessary to repeal all previous 
enactments and codify the law on the subject in one single 
statute, namely. Act XI of 1922. Since this codification 
at least half a dozen other amendments have been made, 
and it will not be long before the need for a fresh consoli- 
dating Act will arise. 

Income tax to-day forms a growing source of revenue in 
India. Its importance has been increasing both absolutely 
as well as relatively to other sources. In 1891-2 the tax 
yielded i-6 crores, in 1901-2 2 crores, in 1914-15 3 crores 
of rupees. By 1918-19 the receipts had mounted to ii 
crores, and in 1921-2 to the highest point hitherto, 22 crores 
of rupees. In 1891-2 income tax furnished 17 per cent, 
of the total revenues of India, in 1914-15 2*4 per cent., in 
1921-2 about II per cent., and it is a safe prophecy to make 
that direct taxes will come to occupy a place of yet greater 
importance in the national economy of India. 

One of the outstanding features of recent financial develop- 
ments in India has been the adoption of a policy of " dis- 
criminating protection.” It n»ay‘be taken for granted that 
having once adopted the principle, the Government would 
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be led to yield to the daily growing clamour for protection 
to nascent industries. The importance of income tax in 
this reoriented fiscal system is not hkely to be less than at 
present ; for income tax will be called upon to exercise a 
compensatory effect in view of the disproportionately heavy 
burdens imposed upon the poor on the one hand and on 
agriculture on the other, by a system of protective duties. ^ 
Nor must we shut our eyes to the constitutional changes 
thal; have already been inaugurated or to the reforms that 
are yet to come. It is a matter of common experience 
that the transference of political power to the masses is 
accompanied by a demand for measures for ameliorating, 
the condition of the newly enfranchised people. The demand 
for State action in regard to compulsory elementary educa- 
tion, public health and in other spheres is likely to grow 
apace in the Provinces ; it is probable that as a result the 
near future will see in India an extension and an increase 
of the income tax and the introduction of a graduated 
scale of death duties. That the Provinces cannot any longer 
be deprived of a substantial share in the proceeds of the 
income tax is now generally admitted.® The question of 
the allocation of the resources between the Government of 
India and the Provincial Governments is under considera- 
tion by the Indian Statutory Commission, and it is expected 
that a scheme of division acceptable alike to the Provinces 
and to the Government of India will emerge out of their 
deliberations. 

Whatever may be the immediate future of death duties, 
no one will deny that the Indian income tax might be made 
a more powerful instrument of revenue than it is at present, 
by a tightening of the administration, by suitable adjust- 
ment in the rates and by bringing within its scope certain 
categories of income that at present escape taxation alto- 
gether. These and certain other suggested changes will be 
considered in the following pages. 

^ See Cyan Chand : The Function of Income Tax in the Fiscal System 
of India *' — Indian Journal of Economics, April, 1925. 

•Debates in the Indian Legislative Assembly, 12th March, 1928. 



CHAPTER II 

THE SEPOY MUTINY AND INDIAN FINANCE 


The Indian income tax is the child of financial necessity. 
It was one of the measures introduced by Mr. James Wilson/ 
India’s first Finance Member, to make good the deficit in 
the revenue caused by the Sepoy Mutiny of 1857. 

The revenue system of the country as it stood on the 
eve of the Mutiny was singularly inelastic. By far the 
largest item of public income consisted of land 
“the revenue, regarding whose nature and origin 
Eve of the there existed then and there exists now a great 
Mutiny. controversy. Out of total receipts amounting 
to a little over 1^33 millions in 1856-7, land revenue alone 
contributed a sum of ;^I7| milUons which obviously, under 
various systems of permanent settlement, settlement for 
thirty years and only in a few cases for twenty years could 
only increase very gradually from year to year. Next to 
land revenue, the receipts from opium contributed the 
largest single item, yielding a sum which varied between 
4 to 5 million pounds. This also was a very inelastic source 
of income. Salt and customs duties contributed a sum of a 
little over millions each. The revenue from salt was 
derived either from the imposition of an excise duty as in 
the Bombay Presidency, or from a monopoly of a qualified 

* James Wilson (1805-60). At the age of 16 he was apprenticed to a 
hat manufactarer at Hawick. In 1844 he retired from business. But 
before his retirement he had published Hiree works : (i) Influence of Corn 
Laws as Affecting all Classes of the Community, (ii) Fluctuations of Currency, 
Commerce and Manufactures, (iii) The Revenue, or what shall the Chancellor 
do? He founded tiie Economist in 1843. In 1859 he was appointed 
Vice-President of the Board of Trade and Paymaster-General. In the 
same year he accepted the position of Finance Member in India. He 
died in Calcutta on the nth August, i860. 

6 
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nature as in other parts of the country. The customs 
revenue was derived mainly from the small minority of 
European residents, the standard of living of the bulk of 
the population having been too low to permit of the con- 
sumption of imported luxuries to a large extent. The 
balance of the revenue was made up of small items like 
ahkari or revenue from the sale of intoxicants, receipts from 
Post OfiSce and those from the Courts. 

In addition to these taxes which constituted the main 
sources of revenue before the outbreak of the Mutiny, a 
Taxes on Considerable amount of public revenue used 
Trades and to be collected from internal taxes on trade, 
Income. income and professions. Internal transit* 

duties were almost universal throughout British India right 
up to 1834-6. The British Government had inherited the 
system of lev3dng taxes on trade from the early native 
chiefs. Every petty chief whose territory lay in one of the 
great lines of communication used his power to levy inland 
or transit duties on goods passing across his domain. Every 
Uttle Zemindar constituted himself into a tax gatherer and 
made use of his position to extort the largest possible amount 
the trader could be induced to pay.^ This system was 
continued for some time by the servants of the East India 
Company in nearly every Province or district, till at last 
the exaggerations of this system roused them to a sense of 
their responsibility. 

Inland and transit duties disappeared from Bengal during 
the days of Lord Cornwallis. They were reimposed in a 
modified form in 1801 and finally abolished in 1836. Bom- 
bay discarded these taxes in 1837 and Madras in 1844. 
But though the transit duties disappeared from the British 
territories by 1844, another ancient tax still lingered in 
the Madras Presidency even as late as i860. This was 
the Mohturfa, or a tax on professions and houses. The 
Court of Directors had ordered the abolition of this 
tax in November, 1856, but it was not found practic- 
able to give effect to that order. In a minute of the loth 

* Memorandum of Improvements in Administration during last thirty 
years — House of Commons papers, 1857-8, XLIII, pp. 1-38. 
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June, 1859, Sir Charles Trevelyan,^ Governor of Madras, 
observed : 

The inhabitants of this Presidency have already been hardly 
dealt with, by the retention to this day of that most objectionable 
system of native taxation known by the name of Mohturfa, 
although it was to have been abolished a quarter of a century 
ago with the transit and town duties of Upper India, and it is 
believed in England that it was abolished long ago and credit 
has been repeatedly taken by members of the Home Government 
for its abolition. “ 

Trevelyan condemned this tax in unmeasured terms, as it 
had a tendency to sap the springs of industry by mulcting 
The Mohiurja the poorest of the people and because it exer- 
in Madras. cised an inquisitorial interference with business 
of every kind. It is necessary at this stage to consider this 
tax in some detail, as the germs of the Indian income tax 
are to be found in the MohUirfa and V eesabuddy prevalent 
in the Madras Presidency from the very beginning of the 
British rule in India. 

The Mohiurfa was a tax upon the profits of persons exer- 
cising manual arts or professions, e.g., weavers, cotton 
cleaners, braziers, goldsmiths, ironsmiths, and carpenters, 
while the Veesabuddy was a tax upon the profits of trade. ^ 
Although called a profession tax, the Mohiurfa was really 
a rough income tax. For instance, though nominally 
assessed on the weaver's loom, it was really based upon a 
review of the individual circumstances of the weaver. The 
circumstances of the weaver's family, the number of days 
the weaver worked, the number of children helping him in 
his work — all these determined the amount of assessment. 

^ Sir Charles Edward Trevelyan (1807-86), Governor of Madras. He 
entered the service of the East India Company as a writer in 1826. He 
married the sister of Lord Macaulay in 1834. The publication of his 
Minute on the Inland Customs and Town Duties exposed the iniquities 
of these taxes and led to their abolition. In 1840 he became Assistant 
Secretary to the Treasury and occupied that post for nearly nineteen years. 
In 1859 on the resignation of Lord Harris he became Governor of Madras. 
He was recalled from that office in i860 on account of his public protest 
against the imposition of income tax. In *'1862 he again went out to 
India as Finance Member and distinguished himself by his administrative 
reform and by the development of extensive public works. He returned 
to England in 1865. 

^ Vide section 11 , Regulation IV (Madras) of 1818. 
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It often happened that a weaver found himself saddled with 
higher taxes simply because he had turned out one or two 
pieces of cloth more than his usual output, though the num- 
ber of looms in his possession had not increased.^ The 
pa5nnent of this tax was governed by Regulation V of 1832 
(Madras). Section II of this Regulation declared that the 
tax was payable by aU persons exercising arts, trades or 
professions which, according to the custom of the country, 
had hitherto rendered persons exercising such arts, trades 
or professions liable to that tax. It was collected with 
land revenue, and the procedure for collection and the 
penalties for non-payment were identical in both cases. ^ 
The Veesabuddy yVikeihe Mohturfa, was also collected witli 
land revenue, but a separation between the two sources of 
The Veesa- revenue was effected for the first time by 
buddy in the Regulation IV of 1818 in the Ceded Districts 
Ceded Districts. Bcllary and Cuddappah .3 The Vcesahtiddy 

differed in material respects from the Mohturfa. Apart 
from the fact that while the one was a tax on manual labour 
and the other a tax on trade, there was a fundamental 
difference between the two taxes as regards the manner of 
assessment. The Mohturfa was based upon individual 
assessment, while the Veembuddy followed the principle of 
aggregate assessment. To use the, language familiar to 
modern students of public finance, the Mohturfa was a non- 
apportioned or a rated tax, while the Veesabuddy was an 
apportioned tax. For the purpose of assessing the 
Veesabuddy, the aggregate income of the merchants of a 
district or ialook was calculated from an account of imports 
and exports, population, produce, consumption and profits 
of trade. The quota for each district or talook was then 
fixed at the rate of 15 per cent, of the aggregate income 
thus arrived at. The tax was then distributed amongst 
the contributors by the merchants themselves on the basis 
of a knowledge of individual gains. 

Regulation IV of 1818 preserved intact the main features 


^ See Rickards, India, Vol. I, p. 501. 

* Section III, Regulation V (Madras) of 1832. 
^Preamble to Regulation IV (Madras) of 1818. 
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of this tax. It only laid down in detail the mode of appor- 
tionment, provided for the appointment of Referees to 
settle disputes amongst the contributors and indicated the 
conditions under which appeals were to be lodged to the 
Collector and the Board of Revenue. Under the pro- 
visions of section VII (i) of Regulation IV of i8i8 all 
disputes amongst the contributors regarding the shares to 
be assessed on individuals were to be decided by Referees 
or arbitrators, not more than eight nor less than four in 
number, of whom one-half was to be nominated by the 
party disputing the correctness of the amount assessed on 
him, and the other half by the second party concerned in 
the reference. The Tahshildar was required to nominate 
one more Referee in case the votes were equally divided.^ 
After the shares payable by individual assessees were 
decided upon, the principal merchant of each village was 
required to prepare a general statement showing the total 
amount payable. Regulation IV of i8i8 introduced one 
little modification with a view to reduce the burden of the 
tax. Under section III (2) the aggregate assessment was 
reduced from 15 to 10 per cent, of the income of the whole 
body of contributors. The assessment once made held 
good for a period of five years, although there was nothing 
to prevent the Government from lowering it.^ The yield 
of the Mohiurfa and Veesalmddy in 1857-8 and 1858-9 was 
as follows : 

Rs. 

1,051,534 

1858-9 1,103,253 

Ever since 1844 the question of the abolition or modifica- 
tion of these two taxes had been the subject of discussion 
between the Governments of India and Madras on the one 
hand and the Court of Directors on the other. In 1848 
Mr. Daniel Elliot, a senior officer of the Madras Government, 

^ strictly speaking, the Tahshildar was required to nominate three more 
Referees. Each of the parties had the right to challenge one person, 
leaving the third one to act as umpire. 

® Section III (2), Regulation IV (Madras) of 1818. 

Vide Trevelyan’s Minute, December i, 1859, on Harington’s Licens- 
ing Bill, H. of C, papers, i860, Vol. XLIX, pp. 297-305. 
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suggested a suitable modification, with a view to remove 
some of the disagreeable features of these taxes. In a sub- 
sequent minute, however, he changed his mind and pressed 
for their entire abolition. Lord Dalhousie admitted the 
evils associated with the administration of these taxes, but 
refused to give up the revenue involved in view of the 
pressing financial necessity. Mr. Dorin, one of the members 
of the Governor-General's Council, agreed with Lord Dal- 
housie ; but three other members — Mr. Grant, Sir Barnes 
Peacock and General Anson — pronounced in favour of their 
immediate abolition. The Court of Directors agreed with 
this latter view, and in a despatch dated the 5th November, 
1856, ordered the repeal of the taxes. ^ They observed : 

“ They (the taxes) are confined to one Presidency, which is 
subject to at least as heavy a pressure of taxation as any other 
part of India. , . . They are most unequally distributed over 
the districts subject to them, four only of the twenty collectorates 
into which the Presidency is divided, contributing upwards of 
half the total amount. The assessment is arbitrary, irregular 
and undefined, resting (except as regards the Veesahuddy of 
the Ceded Districts) on no law but merely on ancient usage. . . 

Taxes on trades and professions were not by any means 
confined only to the Madras Presidency. In other parts of 
India, direct taxes of various denominations formed a 
regular feature of the financial system of the native States 
long before the advent of the British. Elphinstone, in his 
Report on the Peshwa's Dominions (1819), gives an account 
of the direct taxes levied by the Mahrattas. Some of these 
taxes were confined only to traders. In addition to the 
Mohturfa there were various other taxes each having its 
own distinctive appellation. There was a tax on village 
headmen, on carpenters, on blacksmiths, and on other village 
artisans called by the name of Belotee, a house tax, a tax 
for the right to beat a drum. These taxes for the most 
part disappeared under British rule, as they were unequally 
assessed, objectionable in principle and difficult to reform. 
In the Central Provinces, however, a remnant of these taxes 

1 Despatch No. 17 from the Court of Directors to the Governor-General 
in Council, Rev. Department, dated the 5th November, 1856 — H. 0} C, 
papers, 1857, Vol. XXIX, pp. 412-13. 
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survived and was allowed to continue by the British adminis- 
trators. It was called the Pandhari — a tax dating from the 
Mahratta times. It was supposed to be a house tax, but 
in fact it resembled a tax on trades and professions. 

Such was the structure of the Indian revenue system, 
when the Sepoy Mutiny made its influence felt. The rising 
The Effects of was successfuUy quelled, but it became clear 
the Mutiny. -|-q -tU the world that the Government of India 
had become virtually bankrupt. On the eve of the Mutiny 
revenue and expenditure practically balanced. In 1856-7 
the revenue amounted to ;^33*3 millions, and expenditure 
exceeded the revenue by only a small margin. India's 
public debt was estimated at ;^59*4 millions and the interest 
charge at £2-$ millions. The army cost to the country a 
little over millions. 

The immediate effect of the Mutiny was an increase in 
military expenditure. The Government were forced to 
increase the strength of the army, particularly of the Euro- 
pean section, included in it. The composition of the troops 
before the Mutiny was as follows : 

Europeans ....... 45,522 

Indians ....... 249,153 

Total . . . 294,675 


After the outbreak had been quelled the total strength of 
the army in India stood at 318,085, distributed as follows : 

Europeans ....... 110,320 

Indians ....... 207,765 


Total . . . 318,085 

In addition to the personnel in the regular army, there was 
created a new police force, militarily organized, numbering 
89,289, thus giving a total force of 407,374.1 The effect of 
the increased employment of European military force was 
clearly reflected in India's military*' budget. It was esti- 
mated at the time that the cost of employing a European 

1 See Sir Charles Wood's statement in the House of Commons, ist August, 
1859. 
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soldier was at least four times as great as that of an Indian 
soldier, 1 and some calculation even suggested that the pro- 
portion was nearer five to one than four to one. India’s 
military expenditure nearly doubled itself in two years. 
This will be evident from the following figures showing 
India’s military expenditure, exclusive of the amount spent 
on military buildings. ^ 

Year. Military Expenditure. 

£ 

i8s6-7 ....... 1 1, 401, QOS 

1857- 8 15.659.925 

1858- 9 ....... 21,080,948 

The existing resources of the Government of India were 
utterly inadequate to meet the heavy strain imposed upon 
them. The year 1857-8 closed with a deficit of nearly £S 
millions, followed next year by a stiU greater deficit of over 
;^I3 millions. The normal method of meeting these deficits 
was by a constant recourse to loans both in India and in 
England. During the two years 1857-8 and 1858-9 a sum 
of £io-S millions was borrowed in India, whilst the sum 
borrowed in England during the same period amounted to 
^11*5 millions. India’s public debt, which stood at a little 
over ;,^59 millions on the eve of the Mutiny, rose to /^8i-5 
millions, and the debt charge showed a corresponding 
increase from £2'^ to ;^3-5 miUions.^ 

The situation looked much more critical when, in August, 
1859, Sir Charles Wood announced in the House of Commons 
that the year 1859-60 was again likely to end in a deficit 
of nearly ^10-3 millions, even though the revenues had been 
augmented to a considerable extent by the increase of cus- 
toms and opium duties. Including these two items, the 
revenues of India were estimated at £35-8 millions and the 
expenditure at £46-1 millions, thus leaving a deficit of £10^3 
milhons. It became clear that a chronic deficit of such 

1 Vide letter from the Government of India, Home Department — 
(Revenue No. n of i860) to Sir Charles Wood. 

* Vide Enclosures to Financial Letter to India, No. 136, dated the 
22nd August, i860. 

* Vide Sir Charles Wood's statement in the House of Commons, ist 
August, 1859. 
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magnitude should not be allowed to persist for an unwarrant- 
ably long period and that heroic measures were needed to 
meet the situation. 

It was in a situation practically bordering on bankruptcy 
that the Indian Government were forced to look to alter- 
native sources of revenue, and Sir Charles Wood announced 
in the House of Commons that the Government of India 
had expressed their intention of considering the feasibility 
of imposing new taxes in India. The suggestions which 
were put forward were three in number, viz., a stamp duty, 
a succession duty and a duty on licensing of trades and pro- 
fessions. The first two proposals did not take any tangible 
shape at the time ; the third proposal was embodied in a 
bill that proved abortive. A bill for licensing of trades 
and professions was introduced in the Indian Legislative 
Council by Mr. Harington on the 13th August, 1859. But 
Taxation before the measure could be enacted, Mr. Wil- 

Proposals. gou^ ^^s sent out to India as Finance 

Member, advised that the measure should be dropped. It 
is nevertheless interesting to discuss Mr. Harington ’s pro- 
posal in some detail, as it represents the first definite attempt 
on the part of the early British administrators to impose 
something like an income tax on a uniform basis through- 
out British India. It is difficult to state with whom the 
idea first originated, but it is interesting to note that the 
proposal for an income tax gradually emerged during the 
discussion that took place on the future of the Mohturfa in 
the Madras Presidency. It was at that time that the sug- 
gestion was put forward that the Mohturfa might be so 
regulated as to convert it into a house tax or an income tax 
or into both combined, and that such a tax might be found 
unavoidable as a measure of financial necessity throughout 
India.^ 

^ See despatch No. 17 from the Court of Directors to the G.G. of India, 
Revenue Department, 5th November, 1856, H. of C. papers, 1857, Vol. 
XXIX, pp. 412-13. 
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WILSON’S INCOME TAX, 1860-5 


Harington’s 
Bill for 
Licensing of 
Trades and 
Professions. 


[n view of the existence of taxes on trades and profession's 
in different parts of India, it is perfectly natural that the 
first attempt of the Government of India should have been 
directed towards the imposition of a licence tax on an 
all-India basis. This attempt proved futile, but it shows 
that the Government of the day were trying to adopt the 
path of least resistance in their efforts at financial reform. 

Under the bill for licensing of trades and professions 
introduced in August, 1859, by Mr. Harington, every 
person, company, or association, carrying on 
business and having an income of Ks.5;J^ a 
month or more was liable to take out a licence. 
The assessees were originally divided into ten 
classes. The highest sum of Rs.2,000 was payable by 
any person or corporation carrying on business as a banker. 
The minimum licensing fee was fixed at Rs. 2, while persons 
in intermediate grades were divided into eight different 
classes paying 1,000, 500, 250, 100, 50, 25, 10, and 5 rupees 
respectively according to their incomes. In trades, choud- 
huries were to be appointed ^ at the request of the Collector 
to assist in giving effect to the provisions of the measure. 
It was proposed ^ that all Government servants, workmen 
for hire, as well as ryots and cultivators of land should be 
exempted from the operation of this tax. 

Such were the proposals incorporated in the draft bill. 
But it encountered serious opposition during the second 
reading, and it emerged from it considerably modified and 


1 Section XI of the draft bill, 
a Section XXI and XXXI of the draft biU. 
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enlarged. The provision of the bill which laid down that 
the highest sum of Rs.2,000 was to be paid only by bankers, 
was opposed, amongst others, by Sir Barnes Peacock, who 
remarked, Why should this dead set be made against 
bankers ? It was true that many native mahajans made 
large profits and contributed nothing to the taxes of the 
country. But this was not a reason for taxing them in a 
proportion higher than other trades.^ The result of this 
opposition was that the distinction between the profits of 
bankers and those of other trades was abolished, and all 
trades were placed on the same footing. 

As the bill had divided the assessees into ten classes 
only, it became clear that considerable inequality in taxa- 
tion would result from its operation. This objection was 
met by the creation of seven more classes. A clause was 
also added that the tax should, as nearly as possible, amount 
to 3 per cent, of the assessees* total income. ^ A second 
cause of inequality was to be found in another feature of 
the bill which attracted considerable attention in India 
and in Great Britain. This was the provision relating to the 
exemption of Government servants from the proposed taxa- 
tion. This clause was omitted during the second reading 
of the bill, but not before the policy of the Government 
had been the subject of severe adverse and caustic com- 
ments in the contemporary newspapers. The London 
Correspondent of the Friend of India wrote on the ist 
December, 1859 : 

They (certain of the leading newspapers) have reprobated 
in no measured terms against the exemption of the servants 
of the Government which it was sought to establish. That 
project has been defeated, but the odium of having proposed 
it sticks to the Government, and all the water in the river cannot 
wash out the stain. Public confidence can never again be placed 
in men who proposed to exempt themselves from taxation, to 
which they were ready to subject all other classes.” 

This condemnation of the Government servants was, 
however, unjust. For there were strong reasons which had 

^ Proceedings of the Indian Legislative Council, 27th August, 1859. 

^ Ibid,, 30th August, 1859. 
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led the Government to think that it was inexpedient that 
the provisions of the bill should extend to Government 
servants. These reasons were set forth in a letter from 
the Government of India, dated the i6th September, 1S59, 
to the Secretary of State for India. In the course of this 
letter the Government pointed out that as the bill was 
intended to apply only to those exercising trades and 
professions, it was thought desirable to give it as little as 
possible the character of an income tax. At the same 
time the Government had no intention that, while fresh 
taxes were being imposed upon other sections of the com- 
munity, their own servants should occupy a privileged 
position. In fact, as the Government pointed out, they 
had always intended that simultaneously with the passing 
of the bill for licensing of trades and professions a deduction 
was to be made equivalent to 3 per cent, of the official 
salaries.^ 

During the debates on the second reading it was felt 
that it would be much better to incorporate in the bill itself 
a provision regarding the taxation of Government servants. 
Accordingly Sir Barnes Peacock proposed that a provision 
be incorporated that aU Government servants should con- 
tribute 3 per cent, of their salaries. It was not, however, 
considered expedient to extend th^ tax to salaried men, 
whether in Government or private employment, drawing 
Rs.ioo or less per month. 2 

Even with the modifications thus introduced the tax 
failed to receive the approval of the public. The general 
complaint against the measure was that as the bill pro- 
posed to tax by means of licensing fees it was unequal in 
its operation, for persons with unequal incomes would have 
been subjected to equal taxes under it. The Calcutta 
Trades Association, in a letter dated the ist September, 
1859, made a formal protest against the inequality in taxa- 
tion as contemplated in the biU. A petition of the inhab- 
itants of Bombay, dated the 17th October, 1859, referred 
to the same objectionable feature. There were others who 


^ Vide Harington's speech. Legislative Counoil, 27th August, 1859. 
* Indian Legislative Council, 30th August, 1859. 



i 8 THE INDIAN INCOME TAX 

were opposed to it on the ground that profits from property 
and interest on Government securities were exempted from 
taxation. The inhabitants of Calcutta considered the bill 
as an insult to the hberal and scientific professions 
and a parallel to which it would be impossible to find in 
imperial or colonial legislation, for licences were usually 
taken out by hawkers and pedlars and not by members of 
the learned professions.^ 

The proposals incorporated in the bill met with strenuous 
opposition from the Governor of Madras, Sir Charles Tre- 
velyan, and from many of his able and experienced officers. 
They pointed out the numerous objectionable features of 
the measure and opposed its enactment on financial, political 
and even on moral grounds. The bill sought to create a 
distinction as regards the taxable minimum between persons 
hving by trade and business and those earning their liveli- 
hood from salaried employments. For the first class of 
people the taxable minimum was Rs. 5 |, while for salaried 
men it was fixed at Rs.ioo a month. It was also pointed 
out by Mr. Felly of the Board of Revenue that so far as 
the Madras Presidency was concerned, the licensing bill 
was not likely to bring an increased revenue, for this measure 
was designed to take the place of the Mohturfa and the 
Veesahuddy, which yielded a revenue of Rs.i, 100,000 a 

year. 2 

The inquisitorial procedure sanctioned by the bill for 
ascertaining the profits of trades, the huge army of sub- 
ordinate officers necessary to aid the Collector in the work 
of assessment, these and other defects were pointed out 
by Sir Charles Trevelyan in a lengthy minute on the subject 
which was based upon the views of his officers. Sir Charles 
observed : 

“ This tax would again cover the country with a swarm of ill- 
paid, ill-superintended native subordinates with duties so favour- 
able to underhand exaction that it would be impossible to prevent 
them from preying upon the people.^. . . The experience I 

^ Correspondence^ Debates in the Legislative Council and Minutes relating 
to Direct Taxation in British India (1882), Vol. I. 

2 Vide letter dated the loth October, 1859. to the Chief Secretary, 
Government of Madras, H, oj C. papers, i860, Vol. XLIX, p. 279, 
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have had of the want of principle in making the returns to the 
income tax even in England makes me exceedingly dread the 
introduction of such an element of immorality and extortion 
in this heathen country.” ^ 

The political danger attendant on the introduction of 
such a tax reaching the poorer classes of inhabitants was 
referred to by Mr. William Robinson, the Commissioner of 
Mofussil Police in the Madras Presidency. He apprehended 
that the introduction of such a tax would give the people 
of India a common war cry and would tend to unite the 
diverse elements of the population. ” Why, then,” he 
observed, “ give the Mahajan of the North-West Provinces, 
the Pandit, etc., of Benares, the Shankar of Bombay, the 
Brahmin moneylender of Tan j ore, and the Moplah trader 
of Malabar, a common war cry by sudden, simultaneous, 
general legislation of an unpopular character ? " ^ 

Nothing tangible resulted from Harington’s bill. Mr. 
Wilson, who was sent out from England to rehabilitate 
India's finance, announced in the Legislative Council on 
the i8th February, i860, that the Government of India 
had decided to withdraw the bill and introduce new measures. 
In withdrawing it Mr. Wilson observed : 

” I am bound to say that we feel very sensible of the great 
advantages which have resulted from the discussions which have' 
taken place upon that bill. We cannot doubt that they will 
tend very much to aid both the Government and the ])iil)lic 
in arriving at a wise and correct conclusion, and, sir, for tins 
assistance I tender my cordial thanks to my honourable friend ” 
(Mr. Harington). 

The bill for licensing of trades and professions was 
abandoned, but it was cleqtr that drastic measures were 
needed to relieve the financial situation which had grown 
from bad to worse. India's national debt, which stood at 
£81 millions in 1859, had swelled to £97*8 millions in i860. 
The debt charge had also increased to ^^4*4 millions in the 
beginning of i860. The year 1859-60 had ended in an 

^Minute dated the ist December. 1859 — H. of C. papers, i86o, Vol. 
XLIX, pp. 299-305. 

2 Memorandum from W. Robinson, dated the 8th November, 1859 — 
H, of C. papers, i86o, Vol. XLIX, pp. 295-6. 
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actual deficit of millions, while the estimates for 
i860“i showed a prospective deficit of £6-5 millions. 

In these circumstances Mr. Wilson proposed, among 
other measures, the imposition of an income tax and a 

Wilson’s fresh Commending his taxation 

Taxation proposals before the Legislative Council, Mr. 
Proposals. Wilson pointed out that a less critical situation 
than that prevailing in India had called forth the need 
for the imposition of an income tax in England. When 
Sir Robert Peel introduced his income tax in England the 
total deficit during 1837-8 to 1841-2 amounted only to 
millions, while in India in the three financial years 
ending 30th April, i860, there was an actual deficit of 
millions.^ Immediately after the introduction of the 
income tax bill in the Legislative Council, the Government 
of India addressed a private and confidential letter to the 
Governors of Bombay and Madras in which their views 
on the necessity of increased taxation were explained 
in some detail. The Government were emphatically of 
opinion that the insecurity of some of the sources of revenue, 
particularly from opium, combined with the urgent need 
for additional expenditure in the administrative depart- 
ments, rendered fresh taxation imperative. Land revenue, 
which furnished two-thirds of the income of the Government 
at this time, was so high as to be oppressive in many cases ; 
while, on the other hand, a most inadequate fund was 
available for public works so much required to develop 
the resources of the country. While the revenue position 
was so unsatisfactory, the prospect of a reduction of expen- 
diture both civil and military was not very hopeful. The 
Mutiny had disclosed to the Government the danger they 
incurred in relying on the native army to a large extent. 
The Government felt that in future a large portion of the 
army must be composed of Europeans, and the employ- 
ment of Europeans meant an addition to the military 
expenditure. ^ 

The income tax biU was passed into law as Act XXXII 
of i860, and was intended to last for a period of five years. 

^Wilson’s speech, Indian Legislative Council, i8th February, i860. 
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The other measure which Wilson proposed, viz., a licence 
tax, was also enacted in 1861. ^ As originally drafted the 
Wilson's licensing of arts, trades and dealings 

Licence Act, was intended to be universal in its operation, 
XVIII of 1861. j-eaching all traders high or low without 
reference to their income. It laid down three rates of 
R.i, Rs.4 and Rs.io to be paid by artisans, retail shop- 
keepers and wholesale traders respectively. ^ In June, i860, 
the Select Committee appointed to consider and report on 
the measure introduced several changes, the most important 
on which was the inclusion of a provision requiring all 
dealers in tobacco to take out a special licence. The 
measure now took the title of A Bill for imposing a Duty 
on Arts, Trades and Dealings and to require Dealers in 
Tobacco to take out a Licence."' The modified bill was 
last before the Legislative Council in September, i860, 
but no effective steps were taken to enact it before July, 
1861. The Act as passed divided the assessees into three 
classes chargeable with annual duties of Rs.3, Rs.2 and 
R.I. The provision requiring dealers in tobacco to take 
out a licence was omitted. Persons paying income tax 
were exempted from the operation of the licence tax.^ 
This last feature involved a radical departure from the 
original proposal of Mr. Wilson, who intended the licence 
tax to be universal in its operation.^ The licence tax, 
therefore, became complementary to income tax. While 
the poorer classes were to be taxed by the licence tax, the 
upper classes were made to contribute by means of the 
income tax. 

The licence tax was estimated to produce a revenue of 
approximately £ 600 , 000 . This tax was, however, not 
Repeal of Act needed to restore financial equilibrium and 
xviii of therefore repealed in 1862, even before 

it had been put into operation all over the country. To 
produce this revenue of ^^600, 000 it would have been neces- 

^ Act XVIII of 1861 — Licence Duty on Arts, Trades and Dealings. 

^ Financial Statement, 1 860-1 ; Proceedings of the Indian Legislative 
Council, 3rd July, ist September, i860, and 13th July, 1861- 

» Section VII, Act XVIII of 1861. 

* See Moral and Material Progress Report, 1861-2, Vol. I, p. 5 * 
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sary to assess 4 to 5 millions of persons. The work of 
assessing such a large body of men would have imposed a 
heavy burden on the already overworked officials engaged 
in income tax work. By repealing this measure the Govern- 
ment were able not only to relieve a large class of poor 
persons from new payments, but to cut short those tedious 
processes of classification and assessment which involved 
much that was scarcely less harassing to the people than 
the taking of money from them.^ 

An impression had gained ground in the minds of some 
classes of the Indian population, particularly amongst the 
illiterate section composing it, that it was the Government 
policy to extract from the people as much as possible. The 
abandonment of the tax, after it had been partially put into 
force, removed dangerous impressions like these and also 
made the smooth working of the income tax possible to a 
large extent. 

Under the scheme of income tax proposed by Wilson, 
the minimum taxable income was fixed at Rs.200 a year. 
Wilson's lowest rate of 2 per cent, was chargeable 

Income Tax ou incomes between Rs.200-499, while incomes 
Act (XXXII Qf Ks.soo and above paid 4 per cent., of which 
I per cent, was appropriated to reproductive 
local works. Tlie various classes of income chargeable 
witli the tax were mentioned in four different schedules. 
Schedule i related to income from lands and houses. The 
second schedule brought under taxation incomes from 
trade and professions, while incomes from securities, 
annuities or dividends were chargeable under the third 
schedule. Salaried servants, whether under Government 
or private employment, were taxed under the last schedule. 

The Act estabhshed a series of exemptions. Property 
dedicated to religious or charitable use, officers of Her 
Majesty's military or police force whose pay and allow- 
ances were less than those of a captain of infantry, naval 

and marine officers not above the rank of a lieutenant 

¥ 


^ Statements made by Lord Canning and Mr. Samuel Laing in the 
Indian Legislative Council on the 26th February, 1862, on the occasion 
of the repeal of Act XVIII of 1861. 
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were exempted from the tax.i Ryots paying less than 
Rs.6oo, either as land revenue direct to the Government 
or as rent to a superior landlord, also enjoyed exemption 
from the income tax.^ But incomes from land as such 
were not exempt. 

Elaborate rules were laid down in the body of the Act 
specifying the manner in which profits accruing under 
various schedules were to be estimated. With regard to 
income from land, it was laid down that profits were to 
be estimated at one-third of the Government revenue in 
the case of lands held under temporary settlements and 
paying land revenue direct to the Government. Power 
was given to reduce such assessments on proof that the 
profits realized were less than one-third of the Government 
revenue. Landowners or tenants holding land under a 
settlement not subject to periodical revision were required 
to submit returns, showing the actual profits from their 
lands and were chargeable on such profits. A deduction 
from income tax was permitted in favour of landowners or 
occupiers of land if the rent was reduced in consequence 
of flood, drought or tempest.^ With regard to income 
from Government securities, rules framed under the third 
schedule directed that Government promissory notes enfaced 
for payment of interest out of India should in all cases 
be enfaced subject to the condition that the amount of 
any duties which might at any time be chargeable in India 
in respect of such interest should be deducted therefrom." 

In estimating the profit from trade and manufactures 
taxable under the second schedule of the Act, practically 
the only deduction allowed was the cost of repairs of the 
plant and machinery based on an average of the actual 
cost incurred in the three years preceding the assessment. 
Rule 4, Section XCVIII provided as follows : 

" In estimating the profits or income chargeable under Sch. 
2, or for the purpose of assessing the duties thereon, no sum 
shall be allowed to be set against or deducted from such profits 

1 Sections CXXVII, CXXVIII, CXXXIII of Act XXXII of i860. 

2 Section CXXX of Act XXXII of i860. 

» Rule 20, Section XCVII of Act XXXII of i860. 
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or income on account of any sum expended for repairs of premises 
occupied for the purpose of such trade, manufacture or concern, 
nor for any sum expended for the repairs of any implements, 
utensils, or articles employed for the purpose of such trade, 
manufacture or concern, beyond the sum usually expended for 
such purposes, according to an average of three years preceding 
the year in which such assessment shall be made ; nor on account 
of loss not connected with or arising out of such trade ; nor on 
account of any capital withdrawn therefrom, nor for any sum 
employed or intended to be employed as capital in such trade, 
nor for any capital employed in improvement of premises occu- 
pied for the purpose of such trade, manufacture or concern, 
nor on account of any interest which might have been made 
on such sums if laid out at interest ; nor for any debts except 
bad debts proved to be such to the satisfaction of the Collector 
or Commissioners.” 

Another rule provided that in estimating profits no deduc- 
tion was to be allowed on account of any annual interest 
or annuity payable to any person out of such profits. ^ 
The most significant omission from the list of permissible 
deductions is that relating to depreciation of plant and 
machinery. This omission may, however, be explained by 
a variety of circumstances. In the first place the use of 
costly power plants and machinery had not commenced 
so early as i860 on a large scale. The need for depreciation 
allowance in respect of such plants was not, therefore, very 
keenly felt at the time. In the second place the English 
income tax law on which the Indian Act of i860 had been 
avowedly based did not provide for any such deduction. 
Such deductions were allowed in England by law for the 
first time in 1878 under the Customs and Inland Revenue 
Act,^ which provided for an allowance in respect of the 
diminished value by reason of wear and tear of plant and 
machinery. It was therefore too much to expect any such 
provision in the Indian law of i860. In the third place 
the tax of i860 was contemplated as a temporary measure 
rendered necessary by financial exigencies, and this fact 
perhaps explains the narrow conception of profits which 
the framers of the Act took. 

1 Rule 5, Section XCVIII of Act XXXII of i860. 

^41 and 42 Victoria, Cap. 15, Sec. 12. 
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These taxation proposals met with considerable opposi- 
tion both from official and non-official quarters. Prominent 
Measure ^mong the official critics stood Sir Charles 

Opposed by Trevelyan, Governor of Madras, who vehe- 

Sir Charles mently denounced the policy underlying the 

reve yan. imposition of fresli taxes, and suggested 

retrenchment of expenditure as a means of meeting the 
deficit which had arisen. It is well known that the pubhca- 
tion of Trevelyan's views on the subject on his sole responsi- 
bility without consulting the members of his Executive 
Council led to his recall by the Secretary of State for India. 
In a minute dated the 20th March, i860, Trevelyan char- 
acterized Mr. Wilson's proposals as “ a leap in the dark." ^ 
He suggested the reduction of the native Indian army as 
a means of meeting the financial crisis, and protested 
against the use of force to impose upon the people of India 
a new system of taxation which was distasteful to them. 
The reductions in the customs duties which Wilson had 
proposed in his budget for 1860-1, he characterized as 
having been made in the interest of the ruling classes. 
Trevelyan observed : 


" The reductions from 20 to 10 per cent, on the principal 
articles of European consumption in this country, and the 
transfer to the free list of the principal raw materials of our 
home manufactures, have made the budget popular with the 
ruling classes, which represents what we call public opinion. 
In both points of view the arrangement is singularly advantageous 
to the European mercantile interest in this country." 


Sir Charles was not inclined to take Mr. Wilson's figures 
relating to the prospective deficit of millions in 1860-1 
very seriously. He deplored the " scantiness of the infor- 
mation " furnished in the budget statement, and earnestly 
pleaded for more caution in proceeding with the new tax 
measures in the following words : "If we are to have 
Enghsh budgets for India, let us also have Enghsh safe- 
guards. Let us not have one measure of care for our own 
interests and another for those of our Indian fellow-subjects." 
The novel character of the tax proposed, he said, was an 

‘ See H, oj C. papers, i860, XLIX, pp. 354“^3- 
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argument against it, however perfect it might be from the 
point of view of equity. Trevelyan felt that India would 
much rather prefer the restoration of vexatious transit 
duties than submit to direct taxation which was calculated 
to rouse all the latent feelings of opposition. The authority 
of the Indian lawgiver Manu, which Wilson had quoted 
in support of his taxation proposal, was irrelevant ; such 
quotations, he said, would have no more influence with 
the people of India than quotations from rubric or canon 
law would have upon a country congregation in England 
suffering from the innovations of a reforming High Church 
clergyman.'* Trevelyan closed his minute with an earnest 
appeal on behalf of the Madras Presidency urging that his 
own Province, at any rate, should be exempted from the 
new taxes. 

A minute of this kind containing charges of a serious 
character against the Government was hardly expected to 
Reply to without a challenge. The remark that 

Trevelyan's the budget had been framed with a view to 
Criticisms. further European interests called forth an 
animated protest from Wilson. Speaking in the Legislative 
Council during the debates on the second reading of the 
income tax bill, he replied that for the first time in the 
history of India every member of the public service from 
the Governor-General downwards would be called upon to 
contribute by means of an income tax. “ Was it," Mr. 
Wilson asked, " in the interest of Europeans that for the 
first time we proposed that they should pay a fair share of 
the necessary taxation of the country by having their 
profits made here or in England brought under taxation ? " 
Mr. Wilson explained his position further in the minute of 
the 17th April, 1860,^ in which he pointed out that the changes 
in the import customs tariff were needed because the con- 
sumption of the taxed articles was rapidly declining, while 
the reductions in the export tariff were made with a view 
to enable the producers of Indian raw materials to compete 
effectively in foreign markets. 

It appears that at this time the Government of India 

of C. papers, i860, Vol. XLIX, pp. 384-96. 
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contemplated the imposition of a succession duty as an 
alternative means of raising revenue, but the idea was 
abandoned because a duty on successions was likely to 
fall mostly on the natives of India to the exclusion of the 
Europeans, who generally went back to their own country 
on their retirement from India. The Queen's Proclamation 
had just then been issued guaranteeing equality of treat- 
ment to ah, and Mr. Wilson and his colleagues felt that the 
good effect produced by that memorable declaration would 
have been seriously impaired by the imposition of a succes- 
sion duty. The other serious charge which Sir Charles had 
made against the Government of India was that the avenues 
of retrenchment had not been explored at all. As Sir 
Charles put it : “ Official hierarchies never look with favour 
on reduction of expenditure. . . . The favourite remedy 
at Calcutta, from the first, has been increase of taxation.” 
It was not difficult for the Government of India to rebut 
this charge of extravagance. Military expenditure in 
1856-7 stood at £ i 1'4 millions. In 1857-8 this figure 
had risen to over millions, and to ;^2i millions in 

1858-9. Retrenchments had brought it down to ;^i6*8 
millions in 1859-60. In 1860-1 Wilson put the military 
expenditure at millions, and he anticipated that lie 

would be in a position to reduce this estimate still further 
by ^^858, 000. Reductions were also anticipated in the 
expenditure on the civil side. 

The claim put forward by Sir Charles Trevelyan for the 
exemption of the Madras Presidency from the income tax 
was not taken seriously by the Government of India. Tlie 
claim of the Madras Presidency for exemption could not 
be conceded without introducing complications of a serious 
nature in the actual working of the tax. It would have 
been difficult to impose a tax on official salaries in Bengal 
and Bombay, without subjecting the officials in Madras to 
the same tax.^ An income tax to be successful must be 
universal in its operation. The Government of India 

^ See letter from the Government of India dated the 4th May, i860. 
Home Department, Revenue No. 14 of i860 — H. oj C. papers, Vol, XLIX, 
i860, pp. 447-51* 
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realized this and rightly refused to agree to a proposal 
which would have made the tax local in its scope. 

The controversy between Trevelyan and Mr. Wilson 
attracted considerable public attention, the more so as 
Publication papers and despatches that passed between 

of Trevelyan’s fhc two Governments were made public. The 
Minute— His Government of Madras sent copies of Tre- 
velyan's minute of the 20th March, i860, to 
Mr. Forbes, who was then the official representative of the 
Madras Government in the Indian Legislative Council, and 
requested him to place these papers before the Legislative 
Council with a view to give them as much publicity as 
possible. The Government of India, when apprised of this 
intention, sent for Mr. Forbes at a meeting of the Executive 
Council held in Calcutta at Mr. Wilson's house, and pro- 
hibited him from obeying the instructions he had received 
from his own Government.^ In the meantime, the Home 
Secretary to the Government of India despatched a telegram 
to the Chief Secretary to the Government of Madras, 
requesting that the papers should not be made public. 
The telegram was as follows : 

. Having learnt that the Governor in Council has taken 
means to publish the same through the Legislative Council. I 
am to convey the strong opinion of the Government of India 
that it would be highly injurious to the Queen’s Service that 
these documents should at present be made public in any way.” 

Sir Charles Trevelyan disregarded this injunction as to 
secrecy, and acting upon his sole responsibility distributed 
copies of minutes to the members of his Government, 
” with a view to secure for them the greatest possible 
publicity.*' In doing so, he was, as he himself explained 
in a minute dated the 4th April, i860, guided by two main 
considerations. In the first place as the papers had already 
been sent to Mr. Forbes, the Madras representative in the 
Indian Legislative Council, he was likely to use them while 
supporting the views of his own Government. The publi- 

^ See letter, Public Dept., No. 42 of iSCk», dated the 5th May, 18G0, 
from C. E. Trevelyan, Pat. Grant, W. A. Morehead and E. Maltby to the 
Secretary of State for India. 
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cation of these papers would therefore have taken place in 
any case. In the second place Trevelyan wanted to influence 
public opinion in England. It was erroneously believed in 
England that the rising of 1857 was a popular upheaval 
against foreign rule. But as a matter of fact, as Sir Charles 
put it, it was not the people but the army which troubled 
us ; and the remedy is to reduce the army, and to put it 
upon a proper footing." 1 Sir Charles wanted to correct 
the view erroneously held in England, so that the pressure 
of English public opinion might compel Mr. Wilson to alter 
his budget proposals. 

The action of the Government of India in silencing the 
representative of Madras was perhaps also one of the caus(‘s 
which had influenced the Governor of Madras in taking the 
action that he did. In the course of another minute to tlie 
Secretary of State written on the ist May, i860. Sir Charles 
attempted an elaborate justification of the procedure that 
he had adopted and expressed himself in the following 
terms : 

" The Legislative Council of India is a free deliberative assembly. 
Its constitution and forms have been carefully arranged on that 
principle. It stands in the place of the local legislature which 
this Presidency formerly had ; the difference being that instead 
of taking a direct part in legislation, as this Government formerly 
did, we act through a representative. The Executive Council 
has silenced that representative, and it has therefore become 
necessary for us to speak on our behalf. The answer ought to 
be made as public as Mr. Wilson’s speech. The pretension 
that any one should monopolize free discussion, has never been 
heard of in the British Empire in the memory of the present 
generation." ^ 

The Secretary of State strongly disapproved of the action 
of Sir Charles Trevelyan, as it was calculated to shake the 
authority of the Government of India. Trevelyan was 
accordingly removed from the office of the Governor of 
the Presidency of Fort St. George.® The recall of Sir Charles 

^ H. of C. papers, iS6o, Vol. XLIX, p. 371. 

^ Ibid., i860, XLIX, p. 424. 

* Despatch from the Secretary of State dated the loth May, i860, 
Public Dept. — H. of C. papers, i860, XLIX, pp. 374‘5* 
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put an end to the opposition from the Madras Presidency. 
But it must not be supposed that he stood alone in his con- 
demnation of the tax. The Governor of Bombay, Lord 
Elphinstone, to a large extent shared Sir Charles' views, 
although he was not so outspoken as his Madras colleague. 
In a minute dated the 19th April, i860, he expressed the 
apprehension that the tax was likely to prove unpopular, 
although the people might not risk any open opposition 
to the Government, as they were “ too much cowed by the 
recent triumphant suppression of the most formidable insur- 
rection of which history affords any example and by the 
presence in this country of an unusually large body of 
British troops." The news that the Governor of Bombay 
was hostile to the new tax leaked out, and one of the Indian 
newspapers in Calcutta published the general purport of 
Lord Elphinstone’s minute, even before it had been received 
by the Government of India.^ 

There can be no doubt that the knowledge that the 
Governors of Bombay and Madras were opposed to the 
O osition to Stiffened public opposition. The 

Wilson's Schemedifificulties of the Government of India, great 
tom other they already were, became very much 

intensified, for even the European inhabitants 
began to vacillate. The European residents in Madras had 
held a meeting before the publication of Trevelyan's minute, 
protesting against the imputation that they objected to 
be taxed. The same body of men held another meeting 
early in May, i860, objecting to the new tax. The Indian 
Press also grew bolder and assumed an attitude of defiant 
opposition. 2 Mr, Wilson's proposal had thus to face a 
storm of hostile criticism even from quarters from which 
he had a right to expect some support. The burden of 
criticism was that it was a new and unfamiliar levy, repug- 
nant to the feelings of the people. Even Lord Canning 
gave his assent to the proposal for the levy of an income 


^ Vide letter to the Secretary of State dated the 19th May, i860, tom 
Frere and Wilson — //. of C. papers, i860, Vol. XLIX, pp. 471 -*3. 

2 Letter from the Government of India, Home Department, Revenue 19 
of i860, dated the 19th May, i860 — H. of C. papers, i860, Vol. XLIX, 
PP- 471-3* 
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tax with utmost reluctance and solely on the ground of 

financial necessity. He is reported to have said : Danger 

for danger, I would rather risk governing India with an 

army of only 40,000 Europeans than I would risk having 

to impose unpopular taxation." ^ But if the theory of 

origin of income tax presented above is correct, it would 

appear that this argument regarding the novelty of the 

tax was certainly much exaggerated. The tax was a new 

one in the sense that the machinery of assessment and the 

manner in which it was collected were unfamiliar to the 

people of the land. But an impost on trades and professions 

had more or less been a regular feature of the tax system 

of the country, long before the income tax was ever heard 

of. What Wilson proposed to do was to extend its scope 

a little, and to put it on a sound basis. It would be certainly 

safe to assert that there was no part of India where the 

income tax was as new to the people as it was in England 

when first imposed by Pitt in 1798.2 

Apart from the general condemnation of the measure 

in which nearly all sections of the community joined, a 

The s stem considerable volume of criticism was directed 

of Hypothe- against the particular provision of the Act 

cated Revenues which provided for the imposition of an addi- 
C>ritici7ccl ^ ^ 

tional tax of i per cent, on all incomes of 

Rs.500 and above, and the utilization of the proceeds of 
the tax to reproductive public works. The original pro- 
posal was to utilize the receipts to " local purposes." Subse- 
quently at the instance of Sir Barnes Peacock, the Legislative 
Council accepted the proposal that the words " reproductive 
public works " should be substituted for " local purposes." 
The criticism against this provision is best typified by 
the views of the then Governor of Bombay. " What 
interest," he asked, " has a retired annuitant or a pensioned 
officer hving in Europe or still more an English holder of 
Indian funds who perhaps has never been in India, in the 
improvement of Calcutta or Delhi ? " The answer to this 

^ Vide Q. 7474 — Evidence of Mr. Laing — Select Committee on East Indian 
Affairs, 1871-3 — 28th June, 1872. 

^ See Note by Sir H. B. E. Frere dated the 24th April, i860 — The 
Economist, i8th August, i860. 
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query obviously is that there are many works of public 
utility of a purely local character, which affect the State 
indirectly. It was necessary that such works should be 
constructed by the State if not undertaken by the local 
bodies from local funds. Roads, bridges and harbours 
were calculated to develop the resources of the country, 
and it was of the utmost importance that works of this 
character should not be neglected by the State, It may 
be noted here that the principle of raising loans for capital 
expenditure on productive works was first accepted in 
1866. 

While there was enough justification, having regard to 
the state of pubhc works in India at the time for this 
appropriation, it is difficult to approve of another feature 
of the Income Tax Act which must appear archaic to 
modem students of public finance. This was the provision 
relating to the keeping of separate accounts of the proceeds 
of the I per cent. duty. Section CXCIII provided as 
follows : 

“ A separate account shall be kept of the duty paid in respect 
of the said i per cent, duty which shall accrue from the dividends 
or interests paid upon the Government debt and from the 
salaries of public officers and from the profits of any railway or 
other public company whose profits shall be derived from different 
parts of India. . . . The amount comprised in such account 
of the I per cent, duty shall be appropriated to the different 
Governments in India, to be applied according to their direction 
for the execution of roads, canals or otlier reproductive public 
works which have been duly sanctioned. Such appropriation 
to be made to each local Government in tlie proportion in which 
each Presidency or Lieutenant-Governorship or Province under 
a Chief Commissioner shall contribute to the whole amount of 
the duty raised under the Act."' 

This practice of earmarking separate heads of revenue 
for specific purposes disappeared in Great Britain with the 
establishment of the Consolidated Fund,^ and its revival 

If 

^ The system of hypothecating particular heads of revenue for specific 
purposes has been reintroduced in Great Britain in recent years, though 
on a small scale. In 1909 a Road Board was established and funds were 
placed at its disposal in tlie form of special taxation of motor vehicles. 
This fund is known as the Road Fund. In 1926-7 a sum of ;^2i *6 millions 
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in India in a different guise was undoubtedly a retrograde 
step as having a tendency to complicate the accounts. 
The system also appears to be defective, as it gives either 
too much or too little for the object in view. Happily, 
the mistake of this policy was realized and the separate 
account of i per cent, was discontinued in 1862 as it was 
found difficult to carry out the provision of the Act,^ 

The Income Tax Act of i860 received the assent of the 
Governor-General on the 24th July, i860, and forthwith 
•• went into operation. In some parts of the 
tration of Act country, as, for example, in the Punjab and 
XXXilof i860. income tax was successfully launched 

on the authority of the Governor-General, pending sanction 
of the comprehensive financial measures in the Legislative 
Council. The basis of the tax in the Punjab was the scale 
of hcence duties originally proposed in the Legislative 
Council. A tax of 3 per cent, per annum was imposed on 
all incomes below Rs.2,ooo a year. Some of the more 
important cities in the Punjab were allowed the option 
to compound for the income tax by raising an equivalent 
revenue by means of octrois or town duties. The town of 
Amritsar proposed to raise its quota of the income tax 
by trebUng the town duties. ^ This rough-and-ready income 
tax of 3 per cent, was not at all equitable, but as funds 
were urgently needed considerations of equity had to be 
sacrificed to those of convenience and expediency. Ihe 
only argument in favour of this tax was that it had the 
effect of familiarizing the people with a direct tax assessed 
according to modern methods and was in the nature of a 
" feeler." With the passing of the Income Tax Act, octrois 
and town duties disappeared and the income tax took their 
place in the Punjab. In Oudh during the months of 
March-May, i860, an income tax was successfully levied at 


was credited to it. The sum thus credited is earmarked for 
British roads to the demands of the new motor traffic. The raids 
that have been made on this fund from time to time show that the system 
of hypothecation is unsatisfactory. - 

^ See section XV of Act XVI of 1862 and also evidence of Mr 1. 
Seccombe, Select Committee on East y,, 

* Moral and Material Progress Report, 1859-60, Part IV, Chap. At , 


Section II. 
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the rate of 3 per cent. Here the principle of lump assessment 
was tried under executive orders. The aggregate assess- 
ment was first fixed with the aid of either Panchayets or 
heads of trades, and the apportionment was made by the 
people themselves.^ In large and populous cities the 
principle of individual assessment took effect. The result 
of the tentative levy was so satisfactory that Mr. Wilson 
was in a position to reassure the Secretary of State as 
regards the probable reception of the regular income tax. 
In May, i860, he wrote to the Secretary of State that the 
tax was paid in Oudh without a murmur.'' No trouble 
was apprehended in the North-Western Provinces with the 
example of Oudh on the one side and the Punjab on the 
other, while in Bombay the earnest co-operation of the 
Government was assured. 

The situation, however, was not equally reassuring all 
over the country. In Peshawar, for instance, a riot took 
place which was speedily suppressed. The demonstration 
against the new tax was based upon the apprehension that 
the tax was about to be " levied upon priests, women, 
children, and even corpses." ^ In spite of the fact that the 
forerunner of income tax was weU received over a large 
tract of the country, tlie Government of India were not 
without their misgivings regarding the way in which a 
fully-fledged income tax would be received. Hence it is 
that long before the Act was passed the Government of 
India published a vernacular pamphlet named the Exposition 
of the New Taxes.^ The attempt to distribute these pam- 
phlets brought the Government of India into yet another 
conflict with the authorities at Madras. The latter refused 
to distribute the pamphlets on the ground that such com- 
munications as were embodied in these papers were addressed 
by members of Parliament to their constituents in England. 
They were therefore utterly out of place in India. As a 

^ See letter to the Secretary of State for India, dated the 4th May, i860, 
Home Department, No. 14 of 18G0, written by H. B. E. Frere and James 
Wilson — H. of C. papers, i860, XLIX, pp. 447-51. 

* See letter from Lord Canning to the Secretary of State, 19th April, i860. 

® See The Economist, June 2, i860 — Letter signed by " R. T.” ; also 
minute by Trevelyan, 23rd April, i860 — H. of C. papers, i860, Vol. XLIX, 
P- 455 - 
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result of this protest, the distribution of these pamphlets 
was postponed till after the Act was passed. Besides 
distributing these pamphlets, orders were issued by the 
Central Government to all local Governments to the effect 
that an impression should not be allowed to prevail that the 
criterion of successful management was the amount of 
revenue raised. Every Collector of revenue was confi- 
dentially told that it was idle to expect perfectly true 
returns of property and income, and so long as the returns 
were not wilfully fraudulent they were to be accepted. 

The work of income tax administration was entrusted 
to the Collector of land revenue and his assistants, the 
Deputy-Collectors, who were appointed assessors under the 
Income Tax Act. The Collector was empowered to authorize 
the Deputy-Collector, if necessary, to assess all income and 
profits not exceeding Rs.i,ooo subject to appeal to the 
Collectors. The assessment of income above this limit 
was left to the Collector. A special machinery was set 
up in the Presidency towns. To deal with income-tax 
work in these areas Commissioners were appointed, not 
less than six in number, of whom at least two were non- 
officials. The object of the introduction of the non-official 
element was evidently to obtain such an administration of 
the tax as might secure the confidence of the general public. 
The assessors in the Presidency towns acted under the 
general direction and control of the Commissioners. Power 
was also given to associate the representatives of the people 
with the work of assessment in areas other than Presidency 
towns. Sections CI-CVIII of the Act vested the local 
Governments with discretionary powers to direct that the 
work of assessment in selected areas should be made by 
Panchayets of not less than three persons appointed by the 
Collector. This agency was used in some of the more 
important towns which had agreed to the principle of 
lump assessments. The lump contribution of these cities 
was first fixed by the Government, and the sum thus fixed 

^ Letter from the Government of India, loth August, i860, to the Sec- 
retaries to the Governments of Bengal, Madras and Bombay, and the 
N.W. Provinces — Correspondence, Debates in the Legislative Council and 
Minutes relating to Direct Taxation in British India (1882), Vol. I. 
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was distributed pro rata amongst the contributors by the 
Panchayets, The institution of Panchayets was designed 
to protect the poorer sections of the community, but it 
was reported that the Panchayets lacked courage to charge 
the rich on the full value of their income.^ In Allahabad, 
for instance, during 1861-2 the assessment fixed by the 
Panches had to be revised, and in only 267 cases was the 
assessment retained at the old level ; in 682 cases the tax 
was increased, while in 2,184 cases it was diminished and 
1,449 ** parties ” were entirely exempted.^ Curiously 
enough, the use of this agency had sometimes, though in 
very few cases, the opposite effect of imposing a dispropor- 
tionately heavy burden on the rich. In the city of Benares, 
for instance, where a lump contribution had been fixed 
in 1 860-1, the more opulent residents had to take upon 
themselves the shares of those who had failed to pay. It 
was accordingly decided by the Government that the 
system of lump assessment should be discontinued from 
1861-2, unless the people of Benares expressly wanted to 
adhere to it. 

The Collector or the Commissioners issued general notices 
calling upon all persons liable to income tax to fill in returns 
of their income in a prescribed form.^ In addition to this 
general notice, special notices were served by the assessor 
calling upon every person, who was in his opinion liable 
to the tax, to fill in a return of income within the prescribed 
time. The Act gave power to the Collector or the Com- 
missioners to reject all returns if they were unsatisfactory, 
and to charge the assessee any sum by way of income tax. 

This power was known as the right to sur- 
urc arge. charge.'" ^ It appears that though the Govern- 
ment of India had issued strict injunctions to the local 
authorities to the effect that the power to surcharge " 
should be used as sparingly as possible, the circumstances 

were such as to necessitate the use of this reserve power in 

* 

^ Vide Moral and Material Progress Report — the section dealing with the 
N.W.P., 1860-1. 

* Vide Income Tax Administration Report, N.W.P., 1861-2. 

» Section XXXVII of Act XXXII of i860. 

* Section UV of Act XXXII of i860. 
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a large majority of cases. Complaints were made from 
every part of the country that the surcharge in assessment 
was the rule in almost all cases. A report from the Secretary 
to the Government of the North-Western Provinces pointed 
out that taking the North-Western Provinces as a whole, 
the average percentage of surcharge to assessment was 
65-2. If the districts were considered separately, in some 
of them the proportion of surcharge to assessment was 
as high as 80 or 90 per cent, or even higher. In the 
annual assessments under Schedules I, II and IV the 
returns of only 14,651 persons were accepted as correct 
in the North-Western Provinces in the year 1860-1. These 
assessees had returned an income of Rs.i 1,159, 891 bearing 
a tax of Rs. 396, 334. The number of persons who were 
surcharged under the same schedules was 160,344. They 
had assessed themselves at an income of Rs. 27,972,773 
bearing a duty of Rs.810,670. The assessors, however, 
considered that their true income was Rs.78,809,405 bearing 
a tax of Rs, 2, 552,302.^ In a note written in 1861, Mr. 
Samuel Laing,^ the Finance Member, pointed out that 
surcharge or arbitrary assessment was universally necessary 
to attain anything hke decent financial results. The 
income tax had been unpopular from the very beginning 
and the system of surcharge rendered it still more odious 
to the people. Mr. Laing thus described the feelings of the 
people of India with regard to income tax : ^ 

Their picture of income tax is that of some great man from 
a distance or still worse, some native officer anxious to curry 
favour with great men, coming down on some unhappy district 
like a roaring lion, surcharging right and left without mercy, 
rating some poor widow or struggling tradesman at Rs.200 a 
year on the information of some enemy and hurrying off the next 
day without condescending to listen to any argument or appeal." 

'^Report on the Operation of the Income Tax in the N.W.P., 1860-1. 

^ Samuel Laing (1812-97) : He was called to the Bar in 1837. Shortly 
afterwards he was appointed Private Secretary to Henry Laboucherc, 
then President of the Board of Trade. He distinguished himself as an 
authority on railways, and in 1844 published his Report on British and 
Foreign Railways. He entered Parliament in 1852. He was appointed 
Finance Member in i860 in succession to James Wilson. 

* Report on the Income Tax Acts and a Minute on the subject of the amend- 
ment of these Acts by the Hon, Samuel Laing (1861). 
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Reports from Bombay, Bengal and Madras disclosed that 
the returns were as a general rule inaccurate. Mr. Minchin, 
referring to the returns given by the Indian traders in one 
district of the Madras Presidency of which he was in charge, 
said that he had examined in his time cartloads of returns 
and soon came to the conclusion that they were mere 
waste paper. 1 

It would, however, be erroneous to suppose that the 
system of surcharge was entirely due to the fraudulent 
character of the returns submitted. In many cases sur- 
charge was necessitated by the fact that the people were 
not familiar with the rules guiding income tax adminis- 
tration. Many persons, for instance, laboured under the 
beUef that only such portions of income as remained after 
the household expenses had been met were to be returned. 
The difficulties of the Government were increased by the 
fact that accounts of traders were seldom properly and 
intelligently kept, a trader explaining the same page in an 
account book in different ways on different occasions without 
intending to defraud the Government.* 

During the five years that the Income Tax Act of i860 
lasted, such amendments and modifications were made from 
Amendments weie necessitated by financial 

to Act XXXII and administrative considerations. In 1862 the 
of i860. taxable minimum was raised to Rs.500 a year.* 
This amendment relieved a considerable body of tax-payers 
with only a negligible loss of revenue. It was estimated 
that persons with incomes between Rs. 200-500 numbered 
about 600,000 and constituted two-thirds of the whole 
body of tax-payers. This large body of tax-payers paid 
a gross tax of ;£35o,ooo out of a total yield of ;^i, 750,000. 
Mr. Samuel Laing rightly observed that a tax like this 
stood condemned by a mere statement of figures.^ This 
reform exempted the poor and ignorant section of the 
tax-payers who were not so able to defend their rights and 
privileges as their more fortunate brethren. In 1863 the 

^ Proceedings of the Legislative Council, 31st March, 1868. 

^Report of the Commissioners of Income Tax, Bombay, 7th May, 1861 ; 
also Moral and Material Progress Report, 1 860-1, Chap. XII. 

•Act XVI of 1862. ^Financial Statement, 1862-3. 
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rate of tax was reduced to 3 per cent. These changes are 
summarized in the table below showing the taxable income 
and the appropriate rates during 1860-5. 


Year. 

Taxable Income. 

Rates. 


Rs. 

Per cent. 

1860-I .... 

200-400 

2 


500 up 

3 and i 

1861-2 .... 

same as in 1860-1 

same as in 1860^1 

1862-3 .... 

500 up 

3 and I 

1863-4 .... 

500 up 

2 and I 

1864-5 .... 

500 up 

2 and I 


Another amendment was designed to remove a particular 
feature of the Act of i860, which had given rise to consider- 
able dissatisfaction among the tax-paying public. There is 
no doubt that the annual returns contemplated by the Act 
of i860 were largely responsible for the unpopularity of the 
income tax. To reheve the people from being harassed 
with fresh notices and forms of return power was taken 
under Act XXI of 1861 to dispense with these, and to accept 
as valid for the year 1861-2 the assessment of income already 
made in i860. By Act XVI of 1862 fresh notices and returns 
were dispensed with for the years 1862-5. These measures, 
while they afforded relief to the tax-payers, enabled the 
Government to turn their attention to the assessment of 
incomes which had hitherto escaped taxation. 

The first income tax came to an end in July, 1865. Re- 
peated promises had been made by successive Finance 
Repeal of the Members, Wilson, Laing and Trevelyan, that 
Income Tax, the income tax was not to be regarded as a 
permanent feature of the Indian fiscal system, 
and that it was rendered necessary only by financial neces- 
sity. In i860 Mr. Wilson had observed that the tax was 
enacted only for a limited period."' His successor, Mr. 
Laing, had reiterated that promise. In 1864 Trevelyan had 
definitely announced that the tax would expire on the 
31st July, 1865. The circumstances also seemed favourable 

D 
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for the abolition of the tax, as a substantial surplus was 
anticipated in the estimates for 1865-6. But the Governor- 
General (Sir John Lawrence) was of opinion that in spite 
of the anticipated surplus it was necessary to continue the 
tax, as the future financial situation was uncertain. He 
referred to the fact that money was needed not only for the 
construction of barracks but also for the army and sub- 
ordinate civil establishments due to the rise of prices, while 
the revenue position was unsatisfactory due to the uncer- 
tainty of the opium revenue. The Governor-General 
observed ‘'it is very easy to give up a tax, but it is still 
more difficult to revive it.*’ ^ He was, however, overruled 
by his colleagues in the Executive Council who took up the 
position that it was not possible to continue the income 
tax beyond 1865, without being charged with breach of 
faith. As Sir Charles Trevelyan put it, “ great, mixed and 
half-civilized populations are influenced more by facts than 
by explanations.” ^ 

In this connection a contrast suggests itself between the 
history of income tax in India and that in Great Britain. 
Mr. Gladstone anticipated in 1853 that the British income 
tax would expire gracefully on the 5th April, i860. His 
hope was, however, disturbed by the Crimean War, and in 
1855 and 1856 income tax reached is. ^d, in the pound, the 
highest point reached since its reintroduction in 1842 until 
the outbreak of the great European War. Happily, no 
unforeseen event disturbed the financial equilibrium in 
India, and it was a source of genuine satisfaction to the 
Government of India that they were in a position to do 
without the tax in 1865. During the five years that the 
income tax was in operation, it yielded a sum of over 7^ 
crores of rupees, thus giving an annual average of over i^ 
The Yield of crores. The total annual yield from the various 
the Tax. Provinces (with the exception of the amount 
realized from the Government servants) is set out in 
Appendix A. The total number^ of persons assessed and 
the amount of tax realized from the general public and 

^ Minute dated the 30th March, 1865. 

‘Minute dated the 3rd April, 1865. 
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Government servants during 1860-1 to 1864-5 is shown 
below. 1 


Year. 

General Public. 

Government Servants. 

Total. 

No. 

Amount. 

No. 

Amount. 

No. 

Amount. 

1 860-1 . 

18G1-2 . 

1862- 3 . 

1863- 4 . 

1864- 5 . 

842.514 

1,017.038 

308,400 

217,006 

222,894 

Rs. 

15,238,725 

15,741,071 

1-2,707,728 

9,506,745 

9,822,880 

39,495 

38.313 

36.230 

20.593 

43,288 

Ks. 

2.483.537 

2.933.141 

3 .o 53 .of >3 

2.424.783 

3.236,149 

882,009 

1,055,351 

344,630 

237.599 

266,182 

Ks. 

17,722,262 

18,074,212 

15,7^0,791 

11,931,528 

13,059,029 


From the financial point of view the income tax was des- 
cribed as a failure by Mr. Samuel Laing in 1861. ^ The 
financially unproductive character of the income tax was 
due to various causes. The tax was introduced in an atmo- 
sphere of distrust and suspicion. Coming as it did after 
the Mutiny, there was a tendency to regard the tax as a 
fine for rebellion. ^ Even the Europeans were lukewarm in 
their support of the tax, if not positively hostile towards 
it. The tax therefore could be administered only by a 
series of guesses by the use of the fiscal thumbscrew — 
the right to surcharge. The extensive use of this device 
made the tax unpopular, and destroyed that general good 
will between the Government and the governed which was 
so essential to the successful administration of a tax of this 
kind. The work of assessment and collection was, as we 
have seen, entrusted to officers whose main duty was the 
collection of land revenue. The use of this agency no doubt 
kept down the cost of administration — the cost of collec- 
tion during the five years was estimated at 3^ per cent, of 
the gross collections — but at the same time it materially 
affected the yield. The officers were inclined to regard 
income tax work as of secondary importance and bestowed 
upon it as little time as they possibly could. Besides, as 
the tax was avowedly in the nature of a stop-gap, the 
officials were not perhaps very enthusiastic over it. Another 

^ Report 0} the Select Committee on E.I. Affairs, Vol. II, 1872, Appendix 20. 

^Financial Statement, 1861-2. 

® See the article on “ An Income Tax for India ** — The Economist, 
7th November, 1885. 
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important cause which prejudicially affected the yield was 
to be found in the fact that assessments made in the first 
year of the operation of the tax were stereotyped till 1865 
by the operations of Act XXI of 1861 and Act XVI of 
1862. These two Acts allowed a diminution of assessment 
in every case where an individual's earnings had decreased, 
but there was no corresponding provision for an increase 
of assessment. The result was that assessments became 
quite obsolete, and ceased to bear any relation to the actual 
income of the assessees. Persons in receipt of salaries, of 
income from investments had to pay their full share of 
taxes, while professional men, bankers, traders and mer- 
chants escaped lightly. The assessments made during the 
first year which were inadequate and unequal, became more 
so with the increase of wealth that took place in the sub- 
sequent years, and the chief merit of a direct tax of this 
kind that it should be apportioned to the means of the tax- 
payer disappeared. 

It would, however, be quite erroneous to judge India's 
first income tax from the financial standpoint. The framer 
of the measure was confronted with a difficult financial 
situation after the Mutiny. In his eagerness for increased 
revenue he failed to realize that an Income Tax Act based 
on the English model with its separate schedules, but unlike 
the Enghsh tax ^ in so far as it rested for its efficient work- 
ing on returns of income submitted by tax-payers, was at 
this time utterly unsuited to a people with whom the idea 
of disclosing individual income was something novel and 
revolutionary. The unproductive character of the tax was 
due largely to the machinery set up and the method of 
assessment adopted. Yet one great merit might be claimed 
for the measure, and it was that the Act of i860 laid down 
and for the first time acted upon an equitable principle that 
The Educa- the Capital and labour of India as weU as her 
live Effect. land should contribute in fair proportion to- 
wards the support of the State ; the adoption of this prin- 


^ First Instalment of the Minutes of Evidence before the Royal Commission 
on the Income Tax (Comd. 288-1, 1919) — Appendix 7 (g), Historical Note 
on Taxation at the Source. 
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ciple in the tax system of India as early as i860 was itself 
an achievement well worthy of the highest praise. People 
realized for the first time that the State was justly entitled 
to call upon the more affluent citizens to contribute in 
proportion to their means. The work of “ educating the 
assessees ” of which we hear so much at the present time 
may be said to have commenced with the passing of this 
Act, and surely some credit is due to that distinguished 
financier upon whom feU the unenviable task of handling a 
difficult financial situation. 



CHAPTER IV 


THE LICENCE TAX OF 1867, AND THE CERTIFICATE 
TAX OF 1868 

The Income Tax Act was allowed to lapse in 1865. But 
the abrupt change in the financial situation soon after 
showed that the income tax, although it had not fulfilled 
the expectations formed about it by its framers, was yet 
needed to maintain financial equilibrium. 

The year 1864-5 closed with a deficit of ;£i93,520 ^ instead 
of the anticipated surplus of £82^,288, The cause of this 
deficit is to be sought in the Bhutan War and in the 
rise of prices necessitating increased expenditure on the 
army and civil establishments. The next financial year 
was tided over with the aid of palliatives, but when in 
1866-7 a deficit of £^2,800 was anticipated it became clear 
to the most optimistically inclined member of the Govern- 
ment that the imposition of fresh taxes could not be delayed 
any longer. For the time being the deficit was met by a 
slight increase in the price of Madras salt. But the capri- 
cious character of the receipts from opium compelled the 
Government to look to more secure sources of revenue. 

In February, 1866, the Finance Member, Mr. Massey, ^ 
addressed a semi-official letter to all the Prov- 

r's 

of incial Governments inviting an expression of 
Decentraliza- their opinions as to the best means of making 
provision for a permanent addition to the 
revenue of £i million. He was contemplating at this time 

^ Vide Financial Statement, 1865-6. 

* William Nathaniel Massey (1809-81) succeeded Sir Charles Trevelyan 
as Finance Member. He was called to the Bar in 1844, and in 1852 
became member of Parliament for Newport. He was the author of 
Common Sense versus Common Law, and also of an unfinished History of 
the Reign of George III. He continued to act as Finance Member till 1868. 
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a scheme for the decentralization of Provincial finance as 
the best means of reheving the Central Government of some 
of their burdens. The idea was to raise a sum of a little over 
Iz million in rateable proportion in the several Provinces, 
and to apply this sum in relief of a corresponding amount 
of charge for Provincial services hitherto borne by the India 
Government. 1 The Provincial Governments were asked to 
consider the suitability of a (i) licence tax, (ii) house tax, (iii) 
octroi, and (iv) succession duty for raising the necessary sum. 

The replies which were received from the Governments 
were not very encouraging. The Government of Bengal 
were opposed to any Provincial taxation, and suggested 
instead a transfer to the local Governments of a portion of 
the central revenue to be managed exclusively for the benefit 
of the Province in which the revenue was raised. Referring 
to the proposal to impose a licence tax, the Lieutenant- 
Governor of Bengal observed : '' I very much doubt whether 
a licence tax on trades would yield anything like the amount 
which it was proposed to raise, and except in large towns 
its collection would be expensive and vexatious."' ^ The 
Governor of Bombay suggested the reimposition of the 
income tax rather than the adoption of palliatives, while 
the Government of the North-Western Provinces, thus con- 
fronted with a definite proposal for the imposition of Pro- 
vincial taxes, now suddenly discovered hitherto unlooked- 
for virtues in budget deficits. The latter pointed out that a 
deficit was not without its uses, and solemnly advised the 
Government of India to practise economy rather than to 
impose fresh taxes. In the opinion of the Government of 
the North-Western Provinces, a licence tax was likely to be 
more injurious to Her Majesty's Government than fiscally 
advantageous. The Government of Madras remarked that 
of the four taxes suggested by the Finance Member, the 
licence tax and the house tax were already in operation, 
and had been handed over to the municipalities. They 
were opposed to the octroi, as such duties placed power in 
the hands of men who were likely to abuse it. They rejected 

1 Semi-offtcial letter dated the 2 ist February, i866. 

• Letter of C. Beadon, 8th March, i866. 
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the idea of a succession duty as they thought it would not 
be financially productive.^ 

The financial year 1866-7 drew to a close. The revised 
estimate for the year disclosed an actual deficit of £2,395,247. 
In the next year, in presenting the Financial Statement, 
Mr. Massey had to again contend with a deficit even after 
taking credit for the new customs and stamp duties which 
were proposed. In face of these recurring deficits the 
Finance Member thought it expedient to postpone for the 
time being the scheme of decentralization, and tackle the 
problem of budget deficits in a more direct fashion. 

The problem of equitably distributing the burden of fresh 
taxes inevitable under the circumstances did not present 
any difficulty to the Finance Member. The fundamental 
principle in his code of financial ethics was that under no 
circumstance should the income tax be revived, as in his 
opinion it should be regarded as an extraordinary source 
of revenue to be used only on occasions of emergency. So 
strongly did he feel against the revival of an income tax 
that he said : Nothing on earth should induce me to hold 
office in India as the Financial Member, if the condition 
imposed upon me by the Secretary of State was the main- 
tenance of an income tax as an ordinary source of revenue/' 2 
A general income tax being out of the question, the problem 
arose as to which particular section could justly be called 
upon to bear the burden of fresh taxes. As a considerable 
proportion of public revenue in the shape of customs and 
excise was derived from the labouring classes, the Finance 
Member felt that no extra taxes could be imposed upon 
them. It would have been equally unjust, according to 
him, to call upon the landholder and the fundholder to pay 
^ ^ any additional direct tax which did not 

LlCdlCC x3»X ^ 

include other sections of the community." 
By a process of elimination Mr. Massey concluded that 
the trading and professional classes and salaried servants 
should make good a part of the anticipated deficit. He 

^ It must be remembered in this connection that what the scheme 
proposed was not the imposition of graduated death duties, but the levy 
of a small fee. 

* Vide Q. 8582 — Select Committee on E,I. Affairs^ 1871-3, 9th July, 1872. 



LICENCE AND CERTIFICATE TAXES 


47 


therefore suggested the imposition of a licence tax on these 
classes. Thus it happened that while only two years ago all 
classes of the community were contributing in proportion to 
their ability, by a curious process of reasoning men in receipt 
of earned income were penalized, while the fundholder, 
for instance, was left in the secure possession of his revenue. 

While thus suggesting a licence tax, the Finance Member 
did not altogether abandon the idea of the introduction of 
his scheme of decentralization. He was not without hopes 
that he would be in a position to transfer this licence tax 
to the Provinces, along with corresponding charges of a 
local character. He observed : 

In our opinion a tax of this nature is better suited to local 
purposes than to the general purposes of the State. We intend, 
therefore, in another year to transfer it, modified if experience 
shall suggest such modification, together with a corresponding 
amount of charges of a local character, to the several local 
Governments and administrations.'" ^ 

It was not, however, given to Mr. Massey to carry out 
this idea, and the licence tax, which lasted only for a year, 
took effect as a central source of revenue. 

Under the terms of the Licence Act ^ annual licences had 
to be taken out by persons and companies exercising trades 
and professions and enjoying a minimum annual income of 
Rs.200 a year. The maximum assessment or the assess- 
ment on the lowest estimated income of each class was 
fixed at 2 per cent. The scale of taxes fixed for individuals 
was different from that fixed for companies. The highest 
amount payable by any individual was Rs.500, while that 
payable by a company was Rs.2,000. 

The following was the scale fixed for individuals : 

Rs. 

Class I Persons whose annual profits were 

estimated at Rs.25,000 and upwards . 500 

„ II Do. at Rs.io,ooo but less than 25,000 200 

„ III Do. at Rs.5,000 but less than 10,000 100 

„ IV Do. at Rs.i,ooo but less than 5,000 . 20 

„ V Do. at Rs.500 but less than 1,000 . 10 

„ VI Do. at Rs.200 but less than 500 . 4 

^ Vide Financial Statement for 1867-8. 

* Act XXI of 1867 — An Act for the Licensing of Professions and Trades. 
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As originally drafted there were only five classes in the 
bill, and the highest fee payable by any individual was 
Rs. 2 oo only. At the instance of Mr. Cowie, a non-official 
member of the Legislative Council, a sixth class was added, 
thereby raising the maximum fee payable to Rs.500. The 
Act drew a distinction as regards tax-paying liabihty between 
salaried servants of the Government and those in private 
employment. For the former the taxable minimum was 
Rs.i,ooo a year, while as regards the latter it was fixed at 
Rs.200.^ Following the precedent set by the Income Tax 
Act of i860, the Licence Tax Act exempted from its opera- 
tion certain military officers, e.g., officers of Her Majesty's 
Forces or Her Majesty's Indian forces whose pay and pen- 
sions did not exceed Rs.6,ooo per annum and who were 
not in civil employment other than employment in the 
police, non-commissioned officers and privates similarly 
employed, and officers of any police force whose pay and 
allowances were less than those of a captain of infantry in 
Her Majesty's forces in India. 

The scale of taxes fixed for companies was as follows : 

Rs. 

“ For every company whose stock or funds is or are divided 
into shares and transferable, with a paid-up capital 
exceeding 10 lakhs of rupees or £100,000 . . . 2,000 

For every such company with a paid-up capital exceeding 
5 lakhs or £50,000 and not exceeding Rs.io lakhs or 

£100,000 1,000 

For every other such company duly registered, which 
in the half-year next preceding the date of its licence 
shall have paid a dividend at or above the rate of 5 
per cent, per annum, and whose profits for the year 
preceding such date shall have exceeded Rs. 10,000 500’* 

While under the Income Tax Act of i860 a person liable 
to tax was required to fill in a return of income, it was 
dispensed with under the new Act. Such was the general 
scheme of licence tax adopted by Mr. Massey. It was a 
very crude substitute for an income tax. It is true that in 
avoiding an income tax he got rid of the evils of inquisi- 
torial methods, but at the same time, in trying to make 
1 Section III (4), Act XXI of 1867. 
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the licence tax productive, it was necessary to spread it 
over a wide area, with the result that the evils of taxation 
were multipUed. The table in Appendix B shows the collec- 
tions in the different Provinces (exclusive of the contribu- 
tions by the Government servants), as also the receipts 
from the several classes of tax-payers. It will appear from 
this table that the total number of persons brought under 
the Licence Act exclusive of Government servants was 
730,422. If to this figure we add the numter of Govern- 
ment servants who paid the tax, the total comes to 742,889. 
This number contrasts very unfavourably with 266,182, which 
represented the number paying income tax in 1864-5. With 
all this extension of tax to persons in receipt of Rs.200 a year, 
the Finance Member could show a revenue of a little over 
Rs. 6, 200, 000 as against more than Rs.13,000,000 in 1864-5. 

Mr. Massey did not agree with those who argued that 
the tax descended too low in the scale of incomes. On the 
contrary he felt that it would have been unjust to exempt 
from taxation the class earning from Rs.200-500 a year, 
because he beheved that, so far as the traders were con- 
cerned, they would escape the tax by shifting it on to the 
consumers. But it did not occur to him that the process 
of shifting was at best a halting one and was likely to be 
retarded by economic friction. Then again, even assuming 
that the whole of the tax was shifted to the consumers, 
there remained a residue of burden in the shape of dimin- 
ished sales which was not transferable. The fact is that 
the position which the Finance Member took up was illogical 
and untenable. He wanted to exclude from taxation the 
labouring classes who, as he put it, contributed to the cus- 
toms and excise, and yet he argued that the tax would not 
be felt by the traders because they would shift it on to the 
consumers. 

For the pains that Mr. Massey took in avoiding inquisi- 
torial inquiries, he had not even the consolation arising 
from the knowledge that the measure was popular in the 
country. The trading and professional classes could not 
approve of a measure which brought under taxation the 
precarious profits of personal labour, while it left untaxed 
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the secure income derived by the fundholder. The BengcJ 
Chamber of Commerce condemned the tax as an inequit- 
able weight thrown upon national industry/’ ^ and the 
Chamber had sufficient justification for thus condemning 
it. Under the terms of the Licence Act a company with a 
capital of a little over Rs. 1,000,000 had to pay the same 
tax as one with a capital of Rs.io,ooo,ooo. Not only were 
companies with varying amounts of capital taxed equally, 
but the tax had no relation whatsoever to their earning 
capacities. It levied on a company earning a dividend of 
5 per cent, per annum the same amount of tax as on one 
earning 50 per cent. Again, many of the companies taxed 
under the Licence Act were registered abroad and main- 
tained only agencies in India. In the case of such companies 
their capital abroad was no criterion of their profits earned 
within India. Take, for instance, a company registered 
abroad with a total capital of a little more than Rs. 1,000,000 
and maintaining an agency for the purchase of goods in 
India. Under the provisions of the Licence Act such a 
company was bound to pay a tax of Rs. 2,000 a year. When 
we consider that the whole capital might not have been 
used in India, it appears unfair to place such a company 
on a footing of equality with another whose whole capital 
was so utilized. A tax like this, so crude and so palpably 
unfair, stood self-condemned. A memorial was addressed 
by the Calcutta Trades Association to the Secretary of 
State for India requesting him to veto this measure. The 
Secretary of State, however, declined to interfere on a review 
of the financial position in India. ^ But the Government of 
India soon found it necessary to bring forward an amending 
bill with a view to redress the grievance of non-Indian 
companies, maintaining only agencies in India. The amend- 
ing Act laid down that such companies were to be taxed 
not according to their capital, but at the rate of 2 per cent, 
on their profits earned in India. 

^ See letter of the Bengal Chamber of Commerce dated the 23rd March, 
1867, in the Report for the half-year ending ^oth April, 1867. 

•Despatch No. 221, 14th June, 1867, from the Secretary of State. 

• Vide Act XXIX of 1867 — An Act to explain and amend Act XXI of 
1867 — Section 4. 
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The scheme of licence tax introduced in 1867 was charac- 
terized by inequality from start to finish. In the first 
place it was unequal in the sense that it singled out for 
taxation only a particular section of the community, viz., 
the trading and professional classes. In the second place 
even as regards the section brought under taxation there 
was inequality, because of the division of the tax-payers 
into a small number of classes. The result was that an 
individual with an income of Rs. 25,000 a year had to pay 
the same tax as one with Rs.50,000 a year. Again, there 
was no justification for the distinction that the Licence Act 
drew between the taxable capacities of Government ser- 
vants on the one hand and salaried men in private employ- 
ment on the other. Lastly, it introduced an element of 
territorial inequality, certain areas being given a more 
favourable treatment than the rest. Many of the Provincial 
towns had imposed licence taxes of their own with a view 
to raise money for local purposes, before such a tax came 
to be used by the Government of India as a central source 
of revenue. The question therefore arose whether the cen- 
tral and local licence taxes should be imposed simultane- 
ously. With a view to avoid overlapping, power was given 
under the Licence Act to the Collector to make an abate- 
ment to the extent covered by the local tax.^ The result 
was that localities in which funds were raised by octroi or 
house tax, or by any means other than a licence tax, obtained 
no exemption at aU. But municipalities in which local 
licence tax existed as an instrument of revenue, obtained 
exemption to the extent of such tax. 

The licence tax lasted for one year only, and when the 
budget proposal for 1868-9 came to be considered the whole 
issue regarding the desirability or otherwise of the retention 
of the licence tax was reopened. The Finance Member 
proposed the continuation of the tax in a modified form. 
The most important modifications proposed were the raising 

^ Vide letter of G. of I. dated the i6th March, 1867, written in reply 
to the protest of the British Indian Association dated the 8th March, 
1867 ; also instructions dated the 13th March, 1867, to all local Go vemments 
from E. H. Lushington, Secretary to G. of I., Finance Department. See 
also section IV, Act XXI of 1867. 
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of taxable minimum from Rs.200 to Rs.500, and the re- 
duction in the rate of the tax to i*6 per cent. The pro- 
Proposais for P^sal to Continue the tax in a modified form 
1 868 -9 — gave rise to a controversy between the Go vernor- 

CertificateTax. 2 ;he Finance Member on the one 

side and the Commander-in-Chief on the other. The 
point at issue was whether public works like roads, military 
barracks or irrigation works should be constructed out 
of current revenues or loans. ^ 

It is now generally recognized as prudent finance to bor- 
row for the purpose of enabling the State to embark on 
commercial enterprises which are expected to pay a return 
sufficient for interest and depreciation charges. Such 
remunerative public works throw no burden upon the com- 
munity. ^ Besides, if the credit of the State is used for 
such enterprises, violent changes in taxation are avoided.^ 
Provided that the Government pursue a sound policy in 
fixing rates and charges for services which are provided out 
of such undertakings, there is no reasonable objection to 
the use of the credit of the State for such works. But no 
clear-cut and definite fine of action can be laid down with 
regard to projects that are not expected to yield any financial 
return, but which are of general social advantage. The 
policy should vary according to the particular circumstances 
of the case. If rehance is placed on loans to an undue 
extent for such works, the State may find its credit resources 
used up when confronted with a grave national emergency. 
But from this it does not follow that such works should 
always be financed out of current revenues. We may con- 
ceive of a case in which the outlay on works of public 
improvements of this character is so heavy that the policy 
of constructing them out of taxes may impose a heavy 
burden upon industry and initiative. Under such circum- 
stances credit should enter as a necessary adjunct to taxes, 
provided the loans are paid off by taxes before the 'need for 
similar expenditure is expected to arise. Then again, as 

1 Minute by Sir W. R. Mansfield, 14th March, 1868 ; also by Sir John 
Lawrence, i8th March, 1868. 

* Dalton : Public Finance, 1923, Chap. XXII, p. 196. 

® Pigou : A Study in Public Finance, p. 232. 
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Professor Pigou has pointed out, in a society in which money 
income is rising steadily and continuously, a loan policy 
may be justified in as much as the rate of taxation required 
for the service of a given money debt will fall automatically. ^ 
But it is dangerous policy to allow Governments always to 
rely on this possibility in future. It is therefore prudent 
for Governments not to rely on loans for non-remunerative 
public works unless absolutely necessary. 

As we shall see later on the Government of India based 
their loan programme on these considerations a few years 
later. Remunerative public works were constructed out of 
loans, while the cost of works of a non-remunerative charac- 
ter was defrayed out of current revenues. ^ But as yet this 
policy had not definitely crystallized, with the result that 
there was noticeable a good deal of vacillation regarding 
the course that should be adopted. 

The budget for 1867-8 was based on an estimated revenue 
of ;£46,783 ,ooo and expenditure amounting to ;^47,340,ooo. 
The expenditure thus exceeded the estimated revenue by 
£557,000. In the middle of the financial year, however, 
with the permission of the Secretary of State for India a 
sum oi £1 million was borrowed, and a part of the expen- 
diture on pubhc works was defrayed out of this sum. The 
result was that instead of the anticipated deficit there was a 
surplus. 3 When the budget for 1868-9 came to be framed, 
the pohey followed in 1867-8 of defraying the charges of 
public works out of loans was abandoned, such charges 
being debited to current revenues. The Commander-in- 
Chief, Sir W. R. Mansfield, took up the standpoint that the 
Government of India were maintaining taxation at an 
unduly high level for the construction of works which were 
to benefit posterity. He refrained, however, from offering 

^ Vide Pigou : A Study in Public Finance, p. 233. 

® Compare in this connection Sir Richard Temple's observations : The 
principle of the distinction is clear. All public works, however beneficial 
indirectly, are to be provided for from the ordinary revenue of the year, 
and those works only are to be treated as extraordinary and provided for 
by loan which will yield a direct cash return to the treasury ." — Financial 
Statement, 1869-70. 

® When the budget figures for 1867-8 were revised subsequently on the 
basis of the distinction between " ordinary " and " extraordinary " public 
works, it was found that the year had actually ended in a deficit. 
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opposition before the public in India, particularly as the 
Finance Member and the Viceroy were agreed about the 
need for extra revenue.^ The Secretary of State for India, 
to whom the views of the Commander-in-Chief and those 
of the other members of the Council were forwarded, over- 
ruled these objections and the modified licence tax went 
into operation. 2 

Assuming for our purpose that it was both just and 
expedient to raise extra revenue by taxation, the question 
arises whether it was equitable to maintain a partial and 
one-sided tax of this nature. Why, it may be asked, should 
the trading and professional classes alone be singled out to 
pay for the construction of barracks, irrigation works and 
other works of public utility ? The Finance Member 
attempted an elaborate justification of the policy of the 
exemption of the landholders and the fundholders from 
taxation. He said : ^ 

It is merely a war of words to say that the land tax is a rent. 
The fact remains that the landholders whose title is indefeasible 
so long as they pay the tax, contribute £20 millions a year to 
our revenue. It may be that the tax is not sufficient ; that 
those who pay it at least under the Bengal Settlement made 
a very good bargain, but it is a bargain by which we are bound."' 

Little did the Finance Member imagine that the Bengal 
landholders for whom he was pleading so eloquently in 
1868 would be brought under a general scheme of income 
tax in the very next year. Mr. Massey sought to justify 
the exemption of the fundholders by the curious reasoning 
that while the traders benefited by everything which pro- 
moted the prosperity of the country, the fundholder derived 
no such benefit. When confronted with the patent fact 
that the fundholders were taxed under Wilson's income 
tax of i860, he could only reply apologetically that on the 
occasion of the Mutiny the existence of England as a nation 
was in peril." * 

The new tax which was imposed in 1868 in place of the 

^Minute by Sir W. R. Mansfield, 14th March, 1868. 

* Vide letter of 9th July, 1869. 

® Vide Financial Statement for 1868-9, 

^Legislative Council Debates, 31st March, 1868. 
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licence tax was known as the certificate tax.^ It was 
Main Features merely a continuation of the licence tax with a 
of the Certifi- few modifications. The taxable minimum was 

cate Tax, 1868. 

reduced to i*6 per cent. The yield of the tax from the 
various classes of tax-payers, exclusive of the Government 
servants, is shown in the table given in the Appendix C. 
Government servants who came under the operation of the 
tax numbered 37,511 and contributed Rs. 724, 380. It will 
be seen from the table that the number of tax-payers was 
reduced from 742,889 under the licence tax to 263,765 under 
the certificate tax, while the revenue fell from a little over 
Rs.6,200,ooo to Rs.4, 518,918. 

One criticism which was levelled against the licence tax 
was its inequality. It was now sought to mitigate this 
partially by increasing the number of classes liable to take 
out a licence. The hcence tax had stopped at an income 
of Rs.25,000, income above this level having been charge- 
able with the same tax, as an income of Rs.25,000. This 
provision was now modified and the classification taken up 
to Rs. 400,000. The preferential treatment accorded to 
inhabitants of certain locahties was now done away with, 
and all persons brought under the operation of the central 
tax. Suitable modifications were also made regarding the 
manner in which companies and partnerships were taxed. 
Under the hcence tax partners of a firm were individually 
taxed. This was not an equitable method of assessing 
partnerships, for the principal partner might be hving out 
of India and escape taxation altogether, while the business 
of the partnership might be looked after by another person 
having only a small pecuniary interest in it. The Certificate 
Tax Act provided that the tax should be assessed on the 
firm as such and not on the individual members constituting 
it. 2 The companies were now given the option of being 
taxed at the rate of i per cent, on their declared profits, or 
at the rate of Rs.500 in respect of every place in India in 
which they carried on their business.^ 

^ Act IX of 1868 — An Act for Taxing Professions and Trades. 

> Section III (4), Act IX of 1868. » Section XXII, Act IX of 1868. 

E 
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The Certificate Tax Act, while it introduced a more 
rational method of taxing companies, gave rise to comphca- 
tions of its own. The terms of the Act were not very clear 
regarding the liability to taxation of companies which earned 
no profits at all. Were such companies to be altogether 
exempted or were they to pay at the rate of Rs.500 in 
respect of the agencies maintained ? A letter addressed 
by the Bengal Chamber of Commerce on this subject to 
the Government of India elicited the reply that the Chamber 
was right in supposing that in the event of no dividend 
being declared, the company could claim exemption from 
the tax.i Another question which arose was with regard 
to the manner in which companies registered in England 
were to be assessed. Were such companies to be assessed 
on their entire profits whether earned in India and else- 
where or only on their Indian profits ? The Bengal Cham- 
ber of Commerce apprehended that if the intention of the 
Government was to assess only on the Indian profits, '' it 
would be impossible to determine this amount with accuracy/ ' 
On the contrary, if the Government intended to tax such a 
company on its entire profits it would lead to glaring injus- 
tice. Again, if the company exercised the option and chose 
to be taxed at the rate of Rs.500 in respect of each of its 
agencies the result would have been equally oppressive. 
The decision of the Government was that the tax was to 
be charged on the entire dividend of the company irrespec- 
tive of the place where it was earned. ^ The bearing of 
this on the problem of double taxation within the British 
Empire will be considered in a subsequent chapter. ^ 

The modifications thus introduced marked an improve- 
ment on the old licence tax, but they failed to give satis- 
faction to the commercial community. The official sup- 
porters of the tax, however, thought that the unpopularity 
of the measure was the strongest possible argument for 
retaining it. They maintained that the tax touched only a 

^ Vide letter from the Bengal Chamber of Commerce to the Government 
of India, i8th April, 1868, and the reply thereto. 

* Vide Half-yearly Report of the Bengal Chamber of Commerce, ending 
M April, 1868. 

® Chapter XV. 
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small fraction of the people of the land, and caused far less 
annoyance to the natives of India than Wilson’s income 
tax with all the cumbrous machinery imported into it.” i 
John (afterwards Sir John) Strachey remarked : 

” If the tax is open to reproach, it is not, I think, that it goes 
too far, but that it does not go far enough. ... I cannot 
deny that this tax is unpopular with the most influential part 
of the community upon whom it falls . . . then I say that so 
far from this unpopularity being a reason for not imposing such 
taxation in times of peace, it is the strongest possible reason 
for doing so. . . ^ 

Indeed, it was openly asserted by the official spokesmen in 
the Legislative Council that it was only the European resi- 
dents who were opposed to the tax, while the natives of 
India preferred the inequalities of the licence tax to the 
theoretical fairness of an income tax coupled with harassing 
inquiry into private affairs. Mr. Minchin, one of the official 
spokesmen in the Indian Legislative Council, made a pointed 
reference to the European community in the following 
words : ” There is one section of the community numerically 
weak as compared to the natives, but powerful in their 
energy and their influence with whom this t^x is essentially 
unpopular, who use the acknowledged inequalities of the 
licence-tax system as a vantage ground for attacking it.” ® 
All this may be true. But the impression which the story 
of the vicissitudes of direct taxation leaves on one's mind 
is that the problem which is now regarded as one of para- 
mount importance, namely, the equitable distribution of 
the burden of taxation in a community, never disturbed 
the equanimity of the Government. They were satisfied so 
long as they obtained their revenue, no matter how it was 
obtained. 


^ Minchin *s speech in the Legislative Council, 31st March, 1868. 
"^Indian Legislative Council, 20th March, 1868. 

® Indian Legislative Council, 31st March, 1868. 
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INCOME TAX, 1869-73 

The inequality in the distribution of the burden of taxation, 
which was one of the prominent characteristics of the tax 
system of India as it stood in 1868, was largely modified in 
1869, when the exigencies of finance necessitated the con- 
version of the certificate tax into an income tax. The 
licence tax and its successor the certificate tax failed to 
bring equilibrium to the Government of India's budgets. 
The main disturbing factor was the public works expenditure. 

By this time the Government had evolved a definite, 
consistent policy regarding the manner in which public 
works were to be financed. On consultation with the 
Secretary of State for India it was decided to divide public 
works into two classes. All works which did not yield a 
direct money return, but were indirectly beneficial, were 
treated as ‘‘ ordinary " and constructed out of current 
revenues. Under this category came barracks and com- 
munications, while those works which yielded or were 
expected to yield a direct cash return were regarded as 
‘‘ extraordinary " ^ and were constructed out of loans. 
This new distinction necessitated a revision of the budget 
figures of the previous years, and the state of affairs which 
they disclosed was anything but satisfactory. 

It was found that the year 1867-8 had ended m an actual 
deficit of over £1 million, while the revised figures for 1868-9 
showed again a deficit of the same magnitude. The deficit 
of these two years joined to that of 1866-7 brought the 

1 It may be noted in this connection that it is not quite appropriate 
to use the term extraordinary " to describe works the expenditure on 
which has a tendency to recur from year to year. 
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total to nearly ;^5 million. Thus three consecutive years 
ending in 1868-9 left a legacy of indebtedness, although no 
unusual or extraordinary circumstance had happened to 
affect adversely the finances of the Government. Fresh 
taxation being urgently needed, it was decided to convert 
the certificate tax into an income tax. The Government 
of India accordingly put forward the proposal before the 


The Re- 
imposition of 
Income Tax — 
Controversy in 
Viceroy's 
Executive 
Council. 


Secretary of State in two despatches dated the 
i8th September, 1868, and loth November, 
1868.1 The last despatch is important, as in 
it the opinion is expressed for the first time 
most definitely and clearly that an income tax 
should form a permanent feature of the fiscal 


system, and that such a tax should continue to be imposed 


irrespective of the budget calculations of the year. 


We are convinced,” said the Government of India, “ of the 
general necessity of an income tax forming for the present a 
part of our fiscal system, looking to the growth of expenditure 
in every direction, to the natural demand for improvement of 
all kinds, to the need of increased funds for public works, to 
the fact that loans have been found indispensable for reproductive 
works. We are of opinion that a moderate income tax is essen- 
tially necessary for the present in reference to the general con- 
dition of Indian finance as it has been in the immediate past 
and as it must be in the immediate future.” 


The views put forward in these despatches as to the desir- 
ability of having a permanent income tax in India were 
not shared by the Commander-in-Chief, Sir W. R. Mans- 
field, and the Law Member, Sir Henry Maine. The Com- 
mander-in-Chief ventured to differ from those who seriously 
believed everything the petty subordinate officials said 
regarding the popularity of the certificate tax in the country, 
as these officials were not likely to give any information 


^ Sir Richard Temple (1826-1902) was the Finance Member at this 
time. He succeeded W. N. Massey in April, 1868, and was in charge of 
India’s finance till January, 1874. He came out to India in January, 
1847, and for a period of about ten years served in various subordinate 
capacities. He acted as Chief Commissioner of the Central Provinces 
(1862-7), Lieutenant-Governor of Bengal (1874-7), and Governor of 
Bombay (1877-80). His publications include the following : (i) India 
in 1880, (ii) Men and Events of My Time^ and (iii) The Story of My Life. 
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which might be disagreeable to the ruling powers of the 
day. The Law Member also thought that the people tamely 
submitted to the certificate tax not because of its popularity, 
but because of relief from the income tax which they hated 
more than the certificate tax.^ The Governor-General (Sir 
John Lawrence) held a much more reasonable view. He 
felt that in view of the financial situation, the scope of the 
certificate tax should be extended and the fundholder and 
the landowner placed on the same footing with respect to 
taxation as other classes of the community. He was not 
one of those who regarded the income tax as an emergency 
measure to be imposed only in times of national peril. 
Such a time was particularly unsuited to the introduction 
of this tax by a foreign ruling power. ^ The members of 
the Provincial Governments who were consulted were prac- 
tically unanimous in recommending an income tax. They 
pointed out that the unpopularity of the tax of i860 was 
due to the manner in which it was first assessed and the 
machinery by which it was worked. 

The Income Tax Act of 1869 (Act IX of 1869 : an Act 
for imposing duties on income and profits arising from 
offices, property, professions and trades) fixed the taxable 
minimum at Rs.500 a year. It will be noticed that this 
figure was identical with that fixed in the previous year 
under the Certificate Tax Act. The general rate of duty 
was I per cent. The tax was assessed without any returns 
from individuals, it being understood that persons liable to 
Provisions of would aid the Collector by disclosing such 

Act IX of facts as might enable him to make a correct 
assessment. No difficulty was likely to be 
experienced in the assessment of salaries, pensions and 
other fixed incomes, which can always be determined with 
accuracy. But professional earnings are variable, and as 
the Act did not empower the Collector to call for returns 
from individual assessees, rough assessment was all that 
could be attempted. The Collector was required to make a 

^ See Minutes by Maine and Mansfield, dated the i6th September, 
1868, and 24th October, 1868. ^ 

* Minute by the Governor-General, 3rd November, 1868. 
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rough guess of the income within certain limits. Incomes 
under Rs. 1,000 were to be estimated within a margin of 
Rs.250. From Rs.i,ooo to Rs.2,000, the margin fixed by 
the Act was Rs.500. For incomes above Rs.2,000 it was 
fixed according to the following scale : 

Income. Margin. 

Rs. 

Between Rs.2,000 and under Rs.io,ooo . . . 1,000 

„ Rs. 10,000 and under Rs.ioo,ooo . . . 2,500 

„ Rs.ioo,ooo and upward .... 10,000 

With regard to these earnings which could not be deter- 
mined with accuracy, the tax was imposed at i per cent, 
per annum on the minimum income, together with an addi- 
tion of two-fifths of the difference between the maximum 
and the minimum to cover any broken sum. It is on this 
principle that the scale given below was fixed : ^ 

“ Persons whose annual income or profits shall be assessed at : 
Not less than 

Rs.500, but at less than Rs.750, shall pay Rs.6.o.o 


750 

i* 

ft 

1,000 „ 

ft 

8.8.0 

1,000 

ft 

ft 

1,500 „ 

ft 

12.0.0 

1,500 

ft 

ft 

2,000 

,, 

17.0.0 

2,000 

ft 

t > 

3,000 „ 

ft 

24.0.0 

3,000 

,, 


4,000 

ft 

34.0.0 


And for every additional Rs. 1,000 of annual income or profits 
or fractional part thereof, so long as the whole amount assessed 
is less than Rs. 10,000, shall pay an additional duty of Rs.io .0.0. 

Rs. 

Persons whose annual income or profits shall be 
assessed at not less than Rs. 10,000, but at less 
than Rs. 12,500, shall pay .... no. 0.0 
Persons whose annual income or profits shall be 
assessed at not less than Rs. 12,500, but at less 
than Rs. 15,000, shall pay .... 135.0.0 

And for every additional Rs.2,500 of annual profits or 
fractional part thereof, so long as the whole 
amount assessed is less than Rs.i lakh, shall pay 
an additional duty of . . , . . 25.0.0 

Persons whose annual income or profits shall be 
assessed at not less than Rs.i lakh, but at less 
than Rs.i 10,000, shall pay .... 1,040.0.0 

^ Vide Schedule A, Act IX of 1869. 
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Rs. 

Persons whose annual income or profits shall be 
assessed at not less than Rs.iio,ooo, but at less 

than Rs. 120,000 1,140.0.0 

And for every additional Rs. 10,000 of annual income 
or profits or fractional part thereof shall pay 
an additional duty of 100.0.0 

The companies were taxed at the rate of i per cent., but 
with this modification on the old certificate tax, that only 
the profits made in British India and not their entire profits 
were chargeable.^ This was a decided improvement upon 
the certificate tax under which the companies smarted 
under a sense of injustice. 

Income from securities was also brought under taxation. 
The argument which was advanced only a year ago to justify 
the exemption of this income from taxation was now aban- 
doned without the least hesitation, and a more reasonable 
view taken that the fundholder was as much interested as 
the recipients of other income in the maintenance of the 
credit of the Government. ^ Curiously enough, this argu- 
ment was held not to apply to the non-resident fundholder. 
This was an unjustifiable departure from the wholesome 
practice initiated by Mr. Wilson in his Income Tax Act of 
i860, for under this last measure, enfaced rupee paper, the 
interest on which was payable abroad, was subject to taxa- 
tion equally with securities the interest on which was pay- 
able in India. The effect of the exemption of the non- 
resident fundholder was that nearly one-quarter of the 
rupee debt escaped taxation altogether ; for it was esti- 
mated at the time that out of the rupee debt of ^^64 millions 
about £27 millions were held by Europeans in India, ;^I5 
millions by Europeans in Great Britain, and only £io| mil- 
lions by the natives of India. ^ This exemption, however, 
lasted for only two years and was withdrawn in 1871. 

1 Section X, Act IX of 1869. 

2 Temple's speech, Financial Statement, 1869-70. Sir Richard Temple 
said : “ The fundholder in India, conscious that the value of his property 
in the market so largely depends on the financial credit of the Govern- 
ment, will not demur to a contribution to a tax which in England has 
been always held to be applicable to income from public securities." 

® Financial Statement, 1868-9. 0 
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Agricultural income was also taxed precisely as in i860. 
The Government realized that while the precarious profits 
of trade and the hard-earned salaries and income of the 
professions were being taxed, it was unfair to exempt the 
income of a permanent character such as that enjoyed, for 
instance, by the Bengal Zemindars whom Strachey charac- 
terized as the richest class in all India. ^ Power was given 
to the executive to make the necessary deductions for 
expenses of management. 

The budget framed in March, 1869, was based on the 
assumption that with the income tax levied at i per cent. 
Modifications would close with a surplus of £50,000. 

in the Tax of During the course of the year the financial 
situation altered, and it was estimated in 
September, 1869, that, far from there being a surplus, the 
year would actually close with a deficit of £1,700,000. The 
main causes of the estimated deficit were the fall in the 
price of Malwa opium exported from India and the dimin- 
ished yield of income tax. The receipts from the income 
tax were less than the estimated amount by about £220,000. ^ 
In order to meet this deficit, the Government were forced 
to reduce the expenditure of the Public Works Department 
and impose fresh taxes. Besides increasing the salt tax in 
the Bombay and Madras Presidencies, the rate of income 
tax was raised from i to per cent, in the middle of the 
financial year by Act XXIII of 1869 (an Act to enhance 
the duties leviable under the Indian Income Tax Act) which 
came into force on the ist December, 1869.® Under section 
2 of this Act, 2| per cent, was levied on salaries, pensions 
or annuities, instead of i per cent, fixed under Act IX of 

^ Strachey*s speech in the Legislative Council, nth March, 1869. 

* Sir Richard Temple's speech. Legislative Council, 19th November, 
1870 ; also Lord Mayo’s speech. Legislative Council, 31st March, 1871. 

Sir Richard Temple points out (The Story of My Life, Vol. I, p. 205) 
the circumstances under which this enhancement of taxation took place. 
On his return from England, Temple was informed by Lord Mayo about 
the disturbance in the budgetary equilibrium. The Finance Member was 
asked whether he was prepared for the odium of proposing an increase 
of taxation in the middle of the year. He answered that as the Govern- 
ment had already made up their mind, the increase should take place. 
As to the odium he could bear it, so long as he commanded the confidence 
of the Viceroy. 



64 


THE INDIAN INCOME TAX 


1869. It was necessary to impose a tax of 2| per cent, 
during the period December-March in order to bring the 
rate up to per cent, in respect of the entire year's income. 
Similarly with regard to companies it was provided that 
an additional J per cent, should be paid on the whole profits 
of the year. 

The total yield of the tax during 1869-70 was Rs. 11,728,787, 
and the number of persons brought under taxation was 
The Yield 580j062. The table in Appendix D shows 
the collections from the different Provinces 
exclusive of the contributions from the Government ser- 
vants. When it is recalled that during the last two years 
of the operation of the income tax of i860 the rate of the 
tax was 3 per cent., it will be readily admitted that the 
yield of the new tax compared very favourably with that 
of the old. The Act of i860 was a complicated one, follow- 
ing very much the provisions of the English income-tax 
law. Those elaborate rules were done away with in the 
Act of 1869, and in their place was substituted a simple 
measure whose basic principle was the desire to avoid oppres- 
sion by petty officials. Inquisitorial inquiry was avoided 
as far as practicable, the inequalities associated with the 
licence and the certificate taxes for the most part disappeared 
and, barring a few minor evils associated with the adminis- 
tration of the tax, the Government had reasons to congratu- 
late themselves on their achievement. 

The enhancement of the income tax in the middle of the 
financial year was followed by still further increase in the 
Income Tax beginning of 1870-1. It was announced by 
during 1870-1. the Finance Member in presenting the Finan- 
cial Statement for 1870-1 that, in spite of large reductions 
of expenditure amounting to £ 1 .^ millions, there was antici- 
pated a deficit of £ij millions. The main disturbing cause 
was the anticipated fall from opium revenue due mainly 
to the expansion of opium cultivation in China. It was 
accordingly decided to raise the income tax to 6 pies in the 
rupee or to 3 1 per cent.^ The Finance Member hoped that 
this high rate of tax would only be temporary, but he could 

^ Act XVI of 1870 — An Act for imposing Duties on Income and Profits, 
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not hold out any definite promise. The repeal or modifica- 
tion of the tax, he said, must be entirely dependent on 
circumstances. 

The taxable minimum remained the same as under the. 
Act of 1869. But one great change was introduced regard- 
ing the manner of assessment. The form in which income 
tax was reintroduced in 1869 did not contemplate the sub- 
mission of returns by the assessees. With the increase in 
the rate of assessment in 1870 from per cent, to 3J per 
cent, it was not found possible to maintain the principle 
of rough assessment, particularly with regard to income 
higher up the scale. Accordingly, the Collector was required 
to call for returns in the case of incomes of Rs.2,000 a year 
or more, while with regard to incomes below Rs.2,000 a 
discretionary power was given to him. He could, if he so 
desired, call on persons in receipt of such incomes to fill in 
returns of their income and profits. The principle of rough 
assessment was therefore kept up with regard to incomes 
below Rs.2,000 a year. The amount of tax payable on 
such incomes is shown below : ^ 


Income. Tax. 

Rs. 

Persons whose incomes were estimated at 


Rs.500 but 

at less than 

Rs.750 . 

iql 

Do. do. 

at 

Rs.750 * do. 

Rs.i,ooo 

27 

Do. do. 

at 

,, 1,000 do. 

„ 1,500 

39 

Do. do. 

at 

,, 1,500 do. 

,, 2,000 

54 


Incomes of Rs.2,000 and above were chargeable at 6 pies 
in the rupee. This new tax came into operation from the 
beginning of the financial year 1870-1. During the course 
of the next few months it became known that the year 
1869-70, which was estimated to close with a large deficit, 
had ended much more favourably. The Bengal Chamber 
of Commerce accordingly wrote to the Government of India 
that in view of the prosperous condition of the finance, as 
disclosed in the latest available accounts for 1869-70, the 
rate of the income tax should be substantially reduced for 


^ Schedule I to Act XVI of 1870. 
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the half-year beginning with the ist October, 1870.^. In 
the course of this letter the Chamber observed that two 
additions to the income tax within less than a year had 
given rise to widespread feelings of irritation and distrust 
amongst the natives of India — ‘‘ feelings hardly suggestive 
of actual political danger '' — but still such as it was most 
desirable to modify and subdue. The Government of India 
were unable to agree with the Chamber in this pessimistic 
outlook, as the tax was paid by only a small fraction of 
the population. They pointed out that such a tax could 
hardly be said to affect the masses. ^ The Bengal Chamber 
of Commerce was not satisfied with this reply, and expressed 
its regret at the determination of the Government to carry 
on the ordinary administration of the country with the 
“ perilous assistance of a war tax in time of peace.” 

The yield of the income tax at the enhanced rate was 
quite satisfactory. The amount actually realized was 
Income Tax in Rs. 20 , 711,846, which compares favourably with 
1871-2. the realizations in 1869-70. In the very next 

year, as an improvement in the financial situation permitted 
of the reduction of the tax, the Finance Member proposed 
to reduce the rate of the tax from 6 pies in the rupee to 2 
pies, and to raise the taxable minimum from Rs.500 to 
Rs.750 a year. The main cause of the improvement in the 
financial situation was the increase in the receipt from 
opium. Besides this, the budget for 1871-2 provided for 
reductions in various items of army expenditure, e.g., the 
cost of provisioning European troops, the cost of feeding 
army remounts. The actual results of 1870-1 also showed a 
surplus of millions instead of the anticipated deficit of 
£ 1 ^ millions. In reducing the rate of income tax and in 
raising the exemption limit, the Government were actuated 
by a desire to retain the tax as a source of revenue so that 
it might be made available in times of financial difficulties 
in the future, and at. the same time to avoid hardship to 
persons in receipt of small incomes. 

^ Vide proceedings of the Bengal Chamber of Commerce, letter dated the 
loth August, 1870. 

* Vide letter dated the 3rd September, I870. 
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The Income Tax Act of 1871 ^ resembled in its main 
features the Act of 1870. Under the Act of 1870, in case 
Act XII of incomes of Rs.2,000 or more the Collector 
1871 : its Main was bound to caU for returns. This limit was 
Provisions. raised to Rs.4,000 a year, and option was 

given to the Collector to call for returns in the case of incomes 
below this Umit.^ This provision dispensing with returns in 
the case of smaller incomes and the raising of the exemption 
limit to Rs.750 a year had the desired effect of relieving 
the poorer tax-payers. Another feature of the tax of 1871 
which marked an improvement on that of 1869 and of 1870 
was that relating to the taxation of securities. Under 
Part IV of the Act XII of 1871 a yearly duty of 2 pies in 
the rupee was leviable on all securities of the Government 
of India, irrespective of the residence of the holders of such 
securities. The result was that enfaced rupee paper, the 
interest on which was payable abroad, was now brought 
under taxation. In anticipation of the imposition of a tax 
on the non-resident fundholder the Government of India 
had issued the following notification in the Gazette of India : ^ 

“ Notice is hereby given that henceforth all Promissory Notes 
of the Government of India, which shall be enfaced for payment 
of interest thereon in London by drafts on India, will be enfaced 
subject to the condition that the amount of any duties which 
may at any time be chargeable in India in respect of such interest, 
shall be deducted therefrom at the place where the payment is 
made by a Draft on India or otherwise and a Draft given for the 
balance only."' 

It was estimated that during the year 1870-r some £2 
to ;^3 millions worth of enfaced paper had been sent abroad, 
and the effect of the Act of 1871, which made all Govern- 
ment securities chargeable with a rate of 2 pies in the 
rupee, was to bring under taxation the whole of this enfaced 
paper. The discrimination which the Act of 1869 had 
introduced between the resident and the non-resident 
fundholder disappeared with the passing of the Act of 
1871. It wiU be noticed from the Government notification 

^ Act XII of 1871 — An Act for imposing Duties on Income. 

2 Section 23, Act XII of 1871. 

® Vide Notification dated the 28th May, 1870 
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quoted above that the device of collection at the source 
was introduced with regard to securities the interest on 
which was payable abroad. At the same time this procedure 
was extended to securities the interest on which was payable 
in India. The reason for the adoption of this step was 
that although, under the Acts of 1869 and 1870, assessees 
were bound to furnish a true and complete statement of 
their income from all sources, including the income from 
securities, yet in the vast majority of cases this was not 
done. Government were, therefore, forced to adopt this 
device in order to prevent fraud and evasion. 

As originally drafted the income tax bill of 1871 con- 
tained no provision regarding its duration. But at the 
instance of Mr. Cowie, a member of the Legislative Council, 
Sir Richard Temple accepted the amendment that the Act 
'' shall cease to be in force on the 31st day of March, 1872, 
except as to taxes then due. . . While accepting this 
amendment the Finance Member could not hold out any 
hope that the tax would not be continued after 1872. 
He was of opinion that the question of the abolition of 
the income tax should be considered in connection with the 
repeal of the salt duty, and a number of duties on the 
export of agricultural products.^ 

The financial situation in the next year did not, however, 
permit of the total abolition of the tax, though it was 
^ ^ found possible to raise the exemption limit 

Income ^ ^ 

Act of 1872-3, once more. The budget for 1872-3 estimated 
^ revenue of ^48,771,000 and an expenditure 
^ ' (ordinary) of £48,534,000, thus leaving a small 

surplus of £237,000. It was therefore impossible to give 
up the income tax, as without it there would have resulted 
a deficit. Hardship to the poor was avoided by raising 
the taxable limit to Rs.i,ooo a year, though the rate remained 
at 2 pies in the rupee. Fresh returns from assessees were 
dispensed with under section 22 of the new Act, which 
provided as follows : * 

1 Report of the Select Committee on I,T. Bill, 27th March, 1871 — Proceed- 
ings of the Indian Legislative Council, 

•Act VIII of 1872 — An Act for imposin'^ Duties on Income, 
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Every person chargeable under this part shall, if he was 
assessed under Part V of Act XII of 1871 on an income of Rs.i,ooo 
or upwards, be assessed at the same amount as that at which 
he was assessed under the said Act ; but any such person may 
apply under the provisions of Part VI to have such assessment 
reduced or cancelled.” 

It was also laid down that in the case of incomes above 
Rs.4,000 which came under assessment for the first time 
during the year, the Collector was bound to call for returns. 
The combined effect of these two rules was that all assess- 
ments which were made in the preceding year were accepted 
as valid, fresh returns being called for in the case of new 
assessments above Rs,4,ooo. With regard to new assess- 
ments of income between Rs. 1,000-4,000, a discretionary 
power was vested in the Collector, who could either call 
for such returns or dispense with them. 

As was the case in the previous year, the Finance Member 
could not give any definite assurance regarding the repeal 
of the tax. ” We are unable,” said the Finance Member, 
'' to afford any indication as to whether the income tax 
should or should not in the future be made an integral 
part of our fiscal system.” ^ The proposal for the con- 
tinuation of the income tax met with strenuous opposition 
in the Legislative Council, particularly in view of the fact 
that the financial position had improved considerably. 
Mr. Robinson voiced the feelings of those who felt that 
there was no longer any justification for the retention of 
the tax. Mr. Robinson said : 

” I will vote against the bill because I think that in the very 
prosperous state of the finances of the country, the Government 
is pledged to withdraw the emergent tax — imposed as it was for 
the defoiite purpose of restoring equilibrium which was attained 
two years ago, and of removing a deficit which no longer exists 
— and because the proceeds of the tax have gone to swell undue 
cash balances.” 

The Finance Member earnestly pleaded for the con- 
tinuation of the tax, inasmuch as due to remissions and 
amendments which raised the exemption limit from Rs.500 

'^Financial Statement, 1872-3. 
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to Rs.750 and from Rs.750 to Rs. 1,000, the wind has, as 
it were, been taken out of the sails of the unpopularity 
argument — till it at last is flapping idly/' He claimed 
further that the imposition of the income tax in India had 
a most wholesome effect on public opinion, inasmuch as 
the tax encouraged economy in public finance. Public 
opinion, he said, had an innate tendency towards extrava- 
gance, but the moment the pockets of the rich, the clamorous 
and influential were touched by an income tax, the other- 
wise irrepressible tendency is repressed, and public opinion 
becomes bent upon economy, partly from the fear of direct 
taxation being increased, partly in the hope of such taxation 
being mitigated. ^ 

In spite of his remonstrances the Finance Member had 
to yield to this clamour in 1873-4. The budget for that 
Repeal of the provided for a small surplus of £ 220 , 000 , 

Income Tax even without the aid of an income tax. It 
m 1873. therefore abolished. In a minute remark- 

able alike for its breadth of outlook and cogency of reasoning, 
the Finance Member argued that the abolition of the 
income tax was injurious to the stability of the finances, 
to the administration of the public services and to the 
welfare of the community. ^ He pointed out that the 
Secretary of State had repeatedly urged upon the Govern- 
ment of India the necessity of framing their budgets on 
the basis of a surplus of at least a million pounds the 
continuation of the income tax would have enabled the 
Government to provide for a surplus of more than £^ 
million, and this opportunity for carrying out the wishes 
of the Secretary of State should not be missed. The tax, 
with its exemption limit fixed at Rs.i,ooo, did not affect 
the poor, who were powerless to protect their own interests. 
Apart from these considerations, he felt that the income 
tax was needed to redress the balance which in India 


^Legislative Council, dated the 17th April, 1872. 

® Minute dated the 2nd April, 1873 — H. of C. papers, 1875, LIV, pp. 
672-85. 

® Vide despatches from the Secretary of State for India, to the Govern- 
ment of India dated the 14th June, i86j, 9th July, 1868, and 29th July, 
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inclined too much in favour of the rich and the influential 
class and too much against the poor. The Finance Member 
was supported in his expression of these views by the 
Commander-in-Chief, Lord Napier. The latter urged the 
continuation of the income tax, as it was the only direct 
tax which affected the European and Indian commercial 
communities, and begged his colleagues on the Government 
not to be carried away by the plaudits emanating from 
those who would be relieved from taxation. He said 
'' while the applause resound near the seats of European 
Government and of mercantile resort, the sounds of distress 
from increase of the land assessment may be heard in the 
distant parts of the country.'' ^ 

These views, however, did not appeal to the Viceroy, 
Lord Northbrook, who fell back upon the old and worn-out 
arguments regarding income tax being an emergency levy 
unsuited to times of peace. ^ The tax was given up precisely 
at a time when people were getting accustomed to the levy, 
when protests against it were getting fewer in number and 
the machinery for its administration was being slowly 
perfected. Considerations of equity were disregarded. It 
was overlooked that the only effective means of demanding 
a contribution from the richer classes was the income 
tax. With suitable modifications the tax might have been 
retained as a permanent source of revenue, adding an 
element of strength and equity to British Indian finance 
and the proceeds utilized in remitting taxation of a more 
onerous character. These considerations were disregarded 
and the clamours of the influential few prevailed over the 
interests of the unrepresented many. 

We have thus far followed the varying fortunes of the 
income tax during 1869-73. We have seen that the taxable 

Administration minimum was fixed at Rs.500 during 1869-71 
Of the Tax— it was raised to Rs.750 during 1871-2 and 
1869-73. finally increased to Rs. 1,000 during 1872-3. 
The total number of persons assessed to income tax was 

^ Correspondence, debates in the Legislative Council and Minutes relating 
to Direct Taxation in British India (1882), Vol. I. 

® Minute dated the 14th April, 1873. 

F 
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580,062 during 1869-70, the raising of the exemption hmit 
in 1871-2 reduced the number to something like 240,000, 
while in 1872-3 the number was still further reduced to 
180,000. The rate of the tax was at first i per cent., and 
then per cent, during 1869-70, 3| per cent, during 
1870-1, and 2 pies in the rupee or a httle over i per cent, 
during 1871-3. These changes were no doubt desirable 
in themselves and were mainly designed to reheve hardship 
to the poor. But at the same time it must be observed 
that constant changes in the rate of taxation as of taxable 
minimum, added to the unpopularity of the tax and increased 
the scope for bribery and corruption. The Lieutenant- 
Governor of Bengal, speaking in the Legislative Council, 
felt that the measure should be either adopted as a per- 
manent engine of taxation or abandoned altogether, as 
considerable irritation and injury were bound to result 
unless the system was deliberately settled. These views 
were shared by the Secretary to the Board of Revenue in 
Bengal, who pointed out that no system of constantly 
changing taxes could succeed in India. Equally emphatic 
was the opinion of Sir W. Muir, the Lieutenant-Governor 
of the North-Western Provinces, who said in his letter to 
the Government of India : ^ 

“ It would seem wiser and more stateman-like in dealing 
with a people so impatient of inquisition, so suspicious of change, 
and so difficult to reach by our explanation to make the tax 
precise and unvarying both in its reach and in the conditions 
of its assessment.'' 

That bribery and corruption existed in an unusual degree 
in the income-tax administration during 1869-71 was the 
serious charge openly brought forward in the Legislative 
Council by Mr. Inglis, senior member of the Board of 
Revenue in the North-Western Provinces. He pointed 
out that in making assessments the usual practice was 
that the Collector deputed the Tahshildary who in his turn 
deputed the Quanango, These were officers in receipt of 
a small pay of Rs. 15-20 a month. The QuanangOy not 
knowing anything about the local conditions in the village, 

^ Vide letter dated the 25th January, 1872. 
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usually took recourse to the Patwari or the Lambardar, 
who was perhaps equally ignorant. The Patwari and the 
Lamhardar had the power to exclude and the power to 
assess ; every one wanted to be out of the lists and to be 
safe for the future, and the village officers were often bribed 
for the envied privilege. Mr. Inglis remarked : 

It is, I believe, no exaggeration to say that for every man 
who pays income tax to Government twenty pay to get off, 
and for every rupee that is paid into the treasury another is 
paid to the subordinate native officials, i.e., the natives of India 
paid last year upwards of 2 million pound sterling as income tax, 
and upwards of 2 millions more as bribes.” ^ 

Charges of such a sweeping character were too serious to 
be ignored. The Government of India forwarded these 
statements to the Government of the North-Western 
Provinces and called for an inquiry and report. The 
North-Western Provinces Government pointed out that the 
views of Mr. Inglis were undoubtedly much exaggerated, 
but taking his statements as figures of speech and as expres- 
sive of a very general prevalence of oppression and cor- 
ruption, they were, speaking broadly, at one with him.^ 

It is not a matter of surprise to find the tax unpopular 
during the first two years, when it reached persons in 
receipt of a minimum income of Rs.500. In Bengal, during 
1870-1, out of 127,078 assessments, objections were filed 
in as many as 90,784 cases. Of these objections, again, 
as many as 48,128 were successful. ^ One fruitful source 
of discontent was the manner in which the cultivators of 
the soil were assessed in Bengal. A fictitious profit was 
assigned to a higha of land, the profit varying with the 
nature of the crops. Mr. Money, Secretary to the Bengal 
Board of Revenue, pointed out that it was among the class 
of cultivators that the assessments were most unequal. 
The cultivators were no doubt exempted with the rise in 

^speech in the Legislative Council, 17th March, 1871. 

* See G. of I. letter No. 1940, dated the 30th March, 1871, also letter 
of N.W.P. Government, 3rd July, 1871 — H. of C, papers, 1872, XLIV, 
p. 271. 

* See the remarks of the Lieutenant-Governor of Bengal on the ad- 
ministration of the income tax in Bengal during 1870-1. 



74 the INDIAN INCOME TAX 

the limit of taxable minimum, but not before the tax had 
excited feelings of intense hostihty against the Govern- 
ment. 

Many of the district officers, upon whom fell the task 
of supervising the administration of the tax, were of opinion 
that the income ta;x had the effect of alienating the masses 
of the people from the rulers. The Lieutenant-Governor 
of Bengal quoted the opinion of one officer, who was formerly 
received everywhere as the representative of a friendly 
Government, but who, after the imposition of the tax, 
was mobbed in the interior of the district by people who 
made a grievance of takuSy takus, takus” ^ The Sessions 
Judge of Jounpur (N.W.P.) quoted the opinion of a local 
Raja, who, in describing the feelings of the people against 
the income tax, represented that the people were at first 
dissatisfied, then oodas (desponding), and then, as the heavy 
percentage of 1869-70 was promulgated, became nmgra 
(sullen). The Collector of Shahranpur (N.W.P.) observed 
that the same people who used to crowd round the Collector 
and take delight in talking to him, now avoided him as far 
as possible because he happened to be the tax-gatherer. 
These views of the district officers were borne out by the 
Lieutenant-Governor of the North-Western Provinces, who 
said that in course of his long service in India he had never 
witnessed anything approaching the popular discontent 
created by the income tax during 1869-71.2 

Another defect in the administration which calls for 
notice was the inequality in the operation of the tax. 
The tax became in some parts of the country a charge 
only on landed proprietors, Government servants, and 
on income from securities. The profits of the trading 
classes often escaped taxation altogether, or did not pay 
their proportionate share. In Burma, for instance, the 
Chief Commissioner pointed out that the income tax had 

^ " Takus ” is the Indian peasants’ way of referring to a tax. See 
the Report of the Select Committee on I.T. Bill, 27th March, 1871. 

2 Letter from Secretary, Government of the N.W.P., nth December, 
1872, to the Secretary, Government of India. See also the opinion of 
Bankim Chunder Chatterjee, Deputy Magistrate, Berhampur, in his letter 
dated the 17th September, 1872 — Reports on Taxation in British India, 
1872, pp. 183, 171. 
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for all practical purposes degenerated into a tax on official 
salaries. 1 

Many of the defects of the income-tax administration 
which have been referred to above disappeared with the 
raising of the exemption limit. In Bengal, for instance, 
the ryots as a class were excluded, and there was a noticeable 
improvement in the public attitude towards the tax. The 
literate pubhc realized that the tax, as it stood in its modified 
form during 1871-2 and 1872-3, touched only the affluent 
classes, and Indian-owned newspapers began to sing the 
praise of a tax which affected the wealthy classes and the 
European commercial community only. The Finance 
Member, when confronted with the charge that the tax 
was unpopular with the masses, effectively quoted the 
opinion of the Anirita Bazar Patrika and the Shoma Prakash. 
The Patrika^ in its issue of the 25th January, 1872, pointed 
out that, inasmuch as the tax was paid by only one person 
out of 800 — certainly the one unfortunate may hate the 
tax and abuse the Government but 800 people will, with 
uplifted hands, pray for the prosperity of a Government 
which has saved people who are poor, and tax those only 
who can afford to pay.'' The Shoma Prakash joined issue 
with the London Times when the latter denounced the tax 
as unsuitable to the natives of India. In the opinion of 
the Indian paper, the poor natives had very httle to do 
with the tax. It regarded the tax as a most equitable 
one, as it took from those alone who were able to give.^ 
The tax, however, never became very popular with the 
European commercial community, who, although they 
became gradually reconciled to it as an evil which had to 
be endured, considered it as unjust. 

Mr. J. Bullen Smith, President of the Bengal Chamber 
of Commerce, was of opinion ^ that the tax even in its 

^ Vide the letter of Hon. A. Eden, dated the loth November, 1872, also 
the letter from Secretary to the Chief Commissioner, British Burma, 
dated the i6th November, 1872, to the Secretary to the Government of 
India — Reports on Taxation in British India, 1872, p. 8. 

* Sir Richard Temple's speech in the Indian Legislative Council, 17th 
April, 1872. 

® Speech at the half-yearly meeting of the Bengal Chamber of Com- 
merce, 31st May, 1872. 
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mildest forms was so utterly unsuited to the country, and 
its attendant conditions so necessarily and irremediably bad 
that its retention among the sources of ordinary revenue 
should not be tolerated, and that it should be laid aside 
at the earhest possible opportunity to be reproduced in a 
time of dire extremity — such as the Mutiny deficit which 
had first called it into existence. When at last the tax 
was repealed in 1873 Mr. BuUen Smith congratulated the 
commercial public on the disappearance of what he de- 
scribed as an obnoxious tax,'" and on the favourable 
circumstances which had permitted its extinction. 

Bribery and corruption no doubt existed in the adminis- 
tration of the tax, but it must be admitted that they were 
due to causes which were removable. John (afterwards Sir 
John) Strachey, member of the Viceroy's Executive Council, 
referring to the charges of corruption brought by Mr. 
Inglis, said that so far as Northern India was concerned, 
if any Collector or Commissioner admitted that these 
abominations were going on as a common and universal 
practice, he had given the most complete evidence of his 
utter incapacity for performing his duties.^ The Finance 
Member, arguing in the same strain, referred to the fact that 
abuses undoubtedly existed in land settlements and in the 
police. '' Are we therefore," he exclaimed, to give up 
settling the land revenue, to give up irrigating, to give up 
administering the law, to give up protecting property and 
so on ? " The scope for corrupt practices was reduced 
with the raising of the exemption hmit,^ and there is no 
doubt that it would have diminished still further with the 
creation of a permanent staff charged with the special 
duty of administering the tax. Thus in Bengal during 
the first two years of the administration of income tax, 
a heterogeneous body of men was appointed as special 
assessors to assess the tax on persons with low incomes. 
The Collectors of districts were personally required to deal 
with incomes of Rs. 10,000 or more. But the smaller 

^ John Strachey 's speech in the Indian Legislative Council, 17th March, 
1871. 

*See the petition presented by the Jlajshahye Association to Henry 
Fawcett, M.P . — Reports on Taxation in British India, 1872, p. 178. 
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incomes were assessed by men who had served as head 
clerks in the Collector's office or had held other subordinate 
positions. The antecedent position of the special assessors 
during 1869-70 ari^d 1870-1 was that 53 had served as 
clerks, 24 had been ministerial officers, 9 were zemindars} 
and 29 belonged to miscellaneous ranks. With a staff 
like this, so heterogeneous in its composition and selected 
without any reference to aptitude or qualification for this 
kind of work, what is surprising is, not that bribery and cor- 
ruption existed, but that it was not much more extensive 
than it actually was. Even with such a staff it was noticed 
that with greater supervision and control some improve- 
ment was brought about. The Bengal Government issued 
a circular dated the i8th July, 1870, directing the district 
officers to test a percentage of the assessment made by the 
subordinate officers, and this check had visibly improved 
income tax administration. 

On the whole the income tax of 1869-73 was a success 
from the financial and administrative standpoints. The 
Government made an intelligent and fairly successful effort 
to make income tax a more important constituent element 
in the tax system of the country than it had been in the 
past. That the tax had its shortcomings cannot be ignored. 
But these would have disappeared in course of time, if the 
tax had been put on a more stable basis. Its abolition, 
carried out in the teeth of the opposition of an experienced 
and able Finance Member, was a 'serious blunder. Subse- 
quent events showed that an income tax in some form or 
other was needed in India to maintain financial equilibrium. 
A direct tax in some respects analogous to an income tax 
was revived not long afterwards, but in a form which had 
none of the redeeming virtues of a regular income tax. 
This was the licence tax or a tax on trades and dealings, 
which formed a common feature of Provincial budgets in 
India during 1878-86. The history of the origin of these 
taxes forms the subject-matter of the next chapter. 

^ It is stated in one of the Bengal Reports on the administration of 
income tax of this period that the Zemindars could not be induced to act 
as special assessors, for they disliked locomotion, and statements, returns 
and forms were an abomination to them. 
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FAMINE TAXES 

The year 1871 forms a landmark in the history of Indian 
finance. In that year was inaugurated the system of 
decentrahzation in finance, of which the object 

l~^0CGn i 

tion of Pro- was to bring home to the Provinces in British 
vinciai Finance, their responsibility for works of a 

^ ■ Provincial character. The Government of 

India proposed to transfer to the Provinces, with effect 
from the beginning of the financial year 1871-2, the follow- 
ing departments in which the Provinces were specially 
interested — Gaols, Registration, Police, Education, Printing, 
Roads, Miscellaneous Public Improvements and Civil build- 
ings. To enable the Provinces to meet the expenditure 
caused by the transfer of these departments the Government 
of India granted an assignment of £4,688,711 from the 
central revenues, this assignment being less than the corre- 
sponding assignment for the same services in 1870-1 by 
£330,000. This assignment was to be regarded as per- 
manent, unless some misfortune such as a serious fall in 
the opium revenue or a national disaster hke war or famine 
occurred to disturb the budgetary equilibrium of the 
Government of India. The Provincial Governments were 
required to make good the deficiency in their revenue by 
taxes suitable to the local circumstances of each Province. 

In accordance with this scheme of decentralization 
considerable development of taxation took place in the 
Provinces. In Bengal the immediate effect of the scheme 
of decentralization was the passing of the District Road 
Cess Act.* This Act was imposed with a view to make 

^ B.C. Act X*"of 1871. 
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good deficiencies in the expenditure on roads, which arose 
from the inability of Provincial funds to continue their 
former scale of assignments. In accordance with the 
provision of the Local Rates Act ^ passed in the North- 
Western Provinces, the funds raised were carried to a 
General Provincial Fund out of which the proceeds were 
allotted, in the first instance, for expenditure in the district 
in which they were raised, any balance unspent at the 
end of the year being available for expenditure in the 
Provinces outside the district. Acts on similar lines were 
passed for Oudh and the Punjab. ^ The Presidencies of 
Bombay and Madras were also compelled to increase their 
Provincial resources by an extension of taxation.® 

The decentralization scheme inaugurated in the year 
1871-2 was developed and improved in 1877-8. The system, 
Decentraiiza- originally introduced, was found to 

tion Scheme be defective on account of its rigidity. While 
of 1877-8. ^Yie Provinces were burdened with the manage- 
ment of the services the outlay on which continued to 
expand, they had only the fixed assignment from the 
Central Government with which to meet such growing 
outlay. To remedy this defect the Provinces were granted, 
in addition to the fixed assignments, the receipts from 
Excise, Law and Justice, and a few other minor sources 
of revenue which they could develop for their own benefit. 
The relief which the Central Government obtained by the 
development of this scheme of decentralization was ^^400,000 
in addition to the sum of over £330,000, which represented 
the first-fruits of the Government's efforts at economy. 
This sum of ;£400,000 was to be obtained by the transfer 
to Provincial control of certain branches of revenue, by 
handing over to Provincial management certain heads of 
expenditure, and lastly by requiring that extraordinary 
works, which serve a chiefly local end, were in future to 
be maintained by local or Provincial funds. 

As in the former period, the transfer of responsibility 

* XVIII of 1871 — An Act for the Levy of Rates on Land in the N.W.P. 

^ See Act XVII of 1871 for Oudh and Act XX of 1871 for the Punjab. 

® Vide Bombay Acts I and II of 1871 and the Madras Town Improve- 
ments Act, 1871, and the Local Funds Act, 1871. 
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to the Provinces meant fresh taxation. The lead in this 
matter was taken by the Government of the North-Western 
Provinces which modified the operation of the Local Rates 
Act,^ and imposed fresh burdens on the non-agricultural 
classes. Under the Local Rates Act of 1871, the funds 
raised could be spent in the first instance only in the district 
in which they were raised. This provision was now modified 
by Act VII of 1877, enabling the local Government to 
appropriate on account of Provincial railways and canals 
a portion of the existing rates on land.* The non-agri- 
culturists were also called upon to bear their share of the 
burden, for they were amongst those who benefited 
especially from the class of works which it was now proposed 
to transfer to the local Government.'' ® The result of this 
proposal was the passing of Act VIII of 1877 — ^An Act 
for the Licensing of certain Trades and Dealings in the 
North-Western Provinces. 

The proposal to tax the trading and commercial classes 
dates from the year 1871. Immediately after the inaugu- 
The Genesis of ration of Lord Mayo's scheme of financial 
the Northern decentralization, there was introduced in the 
Actl'^Acrvrii^ Indian Legislative Council on the loth March, 
of 1877. 1871, a bill for imposing a licence duty on 

trades and dealings in the North-Western Provinces. 
Under this bill the trades were divided into three classes, 
chargeable respectively with taxes of six, four and two 
rupees a year. The bill was, however, withdrawn on the 
6th April, 1871, as the tax was not needed to restore financial 
equilibrium in the budget of the North-Western Provinces. 
In withdrawing the measure the Lieutenant-Governor of 
the North-Western Provinces observed that the revenue had 
been under-estimated and the expenditure over-estimated, 
in all amounting to over ;^ioo,ooo, exactly the sum which 
a hcence tax was estimated to yield.^ When again, in 

lAct XVIII of 1871. 

* Act VII of 1877 — An Act to amend the Law relating to Assignments 
from the General Provincial Fund established under the N.W.P. Local Rates 
Act, 1871. 

® See Colvin’s speech, Legislative Council, 21st March, 1877. 

* See his speech. Legislative Council, 6th April, 1871. 
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furtherance of the scheme of decentralization, additional 
funds were needed in 1877, the Government, true to their 
instinct, fell back upon the licence tax, and drafted a 
measure which in its essential features resembled that 
introduced in 1871. 

The bill divided the whole body of traders into three 
classes. These classes again were subdivided into grades 
and the duty payable varied from Rs.64 to Rs.2. It was 
thought desirable to introduce gradations within the three 
main classes to improve the yield of the tax, and, further, 
to prevent the tax from pressing unduly on the poorer 
classes. It was laid down that the tax should not exceed 
2 per cent, on the estimated earnings of the individual. 
The Select Committee, however, introduced several changes 
in the draft bill. Gradations within the classes were 
aboUshed as tending to complicate the administration of 
the tax, and only three rates of Rs.i6, 8 and 2 respectively 
were fixed on the ground that taxation at the lower rate 
was quite sufficient. The maximum rate was payable by 
bankers, professional moneylenders, companies registered 
under the Indian Companies Act, 1866, and wholesale 
dealers, while a variety of miscellaneous occupations had 
to take out a licence on payment of a fee of Rs.8. Occupa- 
tions not specifically mentioned came under the third class 
and paid a fee of Rs.2. It was originally intended that 
special notices should be served on individuals liable to 
take out a licence, but this provision was dispensed with 
in the amended bill, and power was taken to require returns 
from municipalities showing the number of persons charge- 
able with the duty.^ The principle of a maximum levy 
of 2 per cent, was also done away with. The taxable 
minimum was fixed at Rs.200 a year.^ It would thus 
appear that the Northern India Licence Act as finally 
passed was a very simple measure. It avoided all inquisi- 
torial procedure, no returns of income were called for and 
so far as the richer classes were concerned the impost was 
very light indeed. The imposition was justified on the 
ground that as the non-agriculturists would benefit by 

^Section 18, Act VIII of 1877. * Section ii. Act VIII of 1877. 
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local works they should be called upon to contribute towards 
the expenses of such works, just as the agriculturists con- 
tributed their share under Act VII of 1877. 

Act VII of 1877 and the Northern India Licence Act — 
Act VIII of 1877 — must be regarded as complementary to 
each other, as they were both necessitated to carry out a 
great financial reform, viz., enforcing Provincial responsi- 
bility for works undertaken for the benefit of local and 
Provincial interests, The counterpart of these measures 
in Bengal was the Public Works Cess Act ^ — a measure 
designed to raise additional funds by means of a cess on 
land. When the scheme of decentralization of finance in 
furtherance of which these local taxes were levied was 
developed in 1877-8, the question of taxation for meeting 
the cost of famines was reserved for future consideration. 
For some years before 1877 the Government of India had 

Famine Taxes contemplating the levy of a special cess 

—Proposed on the Zemindars, in order to enable the 

Special Tax onQQyemment to meet the emergency expendi- 
emm ars. caused by the outbreak of famines. In 

1866 the Commissioners appointed to inquire into the famine 
in Bengal and Orissa suggested the institution of some system 
of local taxation by which the Zemindars of each neighbour- 
hood, best able to test the reality of local distress, should 
be made to bear the burden of local famines before recourse 
was had to general taxation. ^ On the 7th June, 1870, 
the Government of India sent out a circular to the 
Provincial Governments inviting their opinion on the 
suggestions made by the Commissioners. The Provincial 
Governments unanimously condemned the proposed special 
tax on the landowners alone. The Government of Bombay 
described it as '' an utterly illogical course of proceeding."' 
The Government of Bengal repudiated the contention of 
the Commissioners that any special obligation attached to 
the Zemindars in the permanently settled areas to maintain 
the poor of the district, for ‘‘ to impose upon them solely 


^ Act II B.C. of 1877 — An Act to provide for the Levy of a Cess for the 
Construction, Charges, and Maintenance of Provincial Public Works. 

2 Vide para. 68 of the Report. 
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such a tax as that which is now under consideration to 
the exemption of the general community from such charges 
would be open to all the objections to exclusive taxation 
on a special class not fairly liable to it/'^ 

A special tax on the Zemindars having been considered 
inexpedient, it became necessary to take recourse to wider 
measures. On the i6th August, 1877, “^he Government of 
India addressed a letter to the Secretary of State on the 
subject of famine taxation, and pointed out the necessity 
of treating expenditure for famine relief as an ordinary 
obligation. In the light of past experience they calculated 
the yearly average cost of famines in loss of revenue and 
actual expenditure at ;£i, 500,000 and proposed to increase 
the annual resources of the country to this extent by a 
licence tax on the non-agricultural and a special cess on 
the agricultural classes. It was notorious, argued the 
Government of India, that the non-agricultural classes, 
beyond contributing their small share of the customs duty 
and the salt tax, did not sustain their fair share of the 
burden of the cost of administration and defence of the 
country. It was proposed to take the North-Western 
Provinces Licence Act as the model, to introduce a bill 
in the Indian Legislative Council on similar lines applicable 
to all Provinces which had no independent Legislatures 
and to supplement the measure by local legislation in the 
Presidencies of Madras, Bombay, and Bengal. The Govern- 
ment of India concluded with the observation that the 
introduction of such local measures would be beneficial 
in helping to connect the tax in the minds of the people 
more directly with the undoubted responsibility which 
rested upon them to provide for their own support and well- 
being, and to disabuse their minds of the prevalent impres- 
sion that local wants were always to be supplied at the 
expense of general revenues. Thus originated the Pro- 
vincial hcence taxes, viz., (i) the Northern India licence 
tax — Act II of 1878 ; (2) the Bengal hcence tax — Act I 

^ Vide Letter from R. Thompson to the Secretary to the Government 
of India, Home Department, dated the 2nd February, 1871 ; also letter 
from Commissioner, Northern Division, Bombay, 2nd November, 1870, 
letter from Government of N.W.P., No. 1009 of 26th September, 1870. 
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B.C. of 1878 ; (3) the Bombay licence tax — Act III B.C. 
of 1878 ; and (4) the Madras licence tax — Act III M.C. of 
1878.1 

These licence taxes borne by the trading community 
were imposed along with cesses on agricultural classes. 
Tax on Agri- agriculturists and the traders were 

culture and singled out from the whole community for a 
Trade. variety of reasons. In the first place it was 

argued that the agriculturists were among the first to 
suffer from actual visitation of famines. They should, 
therefore, contribute to their own protection. In the 
second place the trading classes, except the European 
commercial community, did not bear their fair share of 
the expenses of the State ; and lastly, though the trading 
classes were among the first to suffer when a famine occurred 
in their own Province, they derived a benefit from such 
visitations when famines broke out in other parts of 
India. 

In Bengal, as there was already a cess on land in the 
shape of the road cess and the public works cess, what was 
needed was only a licence tax. In the North-Western 
Provinces, it is true there was already a licence tax, viz.. 
Act VIII of 1877, but as this tax was not sufficiently graduated 
its yield was insufficient. It was therefore necessary to 
develop this tax and also to supplement it by a cess on 
land. In Oudh and In the Punjab both the licence tax 
and the cess were needed, while in the Central Provinces 
the old Pandhari assessment enabled the Government to 
reach the commercial and trading classes, legislation there- 
fore being needed only with regard to land. In the Bombay 
and the Madras Presidencies the special contribution of 
the agricultural community took the shape of an increase 


^ The titles of the Acts are given below : 

(a) An Act for the Licensing of Trades and Dealings in the Punjab, the 
N.W.P. and Oudh. 

(h) An Act for the Licensing of Trades, Dealings and Industries within 
the Territories, subject to the L.G. of Bengal. 

(c) An Act for the Licensing of Trades, Dealings and Industries in the 
Presidency of Bombay. 

{d) An Act for Licensing Trades, DeaXfhgs and Industries in the Presidency 
of Madras. 
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in the salt duty from R.i 13 annas a maund to Rs.2 8 annas. 
The trading classes were taxed by the Licence Acts. The 
sum of approximately million required for famine 
relief was raised from three different sources. A sum of 
£400,000 was obtained by transferring to the Provinces 
the cost of administration of the several departments. 
New cesses on land were estimated to yield £500,000, 
while the licence taxes were expected to yield something 
like £700,000. We shall now proceed to consider the 
operation of the various licence taxes beginning with the 
Act for the Licensing of Trades and Dealings in the Punjab, 
the North-Western Provinces and Oudh.^ 

The licence tax of 1878 imposed in the Punjab, the 
North-Western Provinces and Oudh was merely a develop- 
Act II of 1878 ment of a similar tax already referred to, 
the^N.wlp.^^^' passed in the previous year. The preamble 
and Oudh. to the Act Stated that the tax was necessary 
to effect a permanent increase of revenue, in order to 
provide means for defraying the ‘‘ public expenditure from 
time to time incurred and to be incurred for the relief 
and prevention of famine in British India.'* The com- 
mercial classes were brought under taxation on the sup- 
posed ground that while their contributions to the main- 
tenance of government were very small, they derived con- 
siderable profit in times of famine as engaged in trading 
operations. Sir John Strachey, in justifying the exemption 
of the professional and other classes from the tax, observed ^ 
'' the professional classes and those who depend on fixed 
incomes for their support, although they suffer from the 
high prices caused by famines, are seldom the recipients 
of actual relief from the State ; under no circumstances 
do they derive any advantage from famine when it occurs." 
This statement, that traders derived an advantage from 
famines, was evidently based on a false premise ; for the 
only traders who derive any substantial advantage from 
famines are the grain dealers. The other traders, far from 
receiving any profit, are among the first to suffer from trade 

^ Act II of 1878. 

* Vide Report of the Select Committee, 9th February, 1878. 
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depression and the resulting loss of custom and diminution 
of profits. It was therefore an act of injustice to single 
out the trading community for extra taxation precisely 
at a time when its margin of profit was bound to fall. As 
a matter of fact, as we shall see later on, a considerable 
amount of the discontent to which the Provincial licence 
taxes gave rise, was based upon the inequitable distribution 
of the burden of taxation. 

The draft bill proposed to fix the maximum fee at Rs.200 
only, but as an objection was raised that the tax let off 
the richer classes lightly the maximum was raised to Rs.500 
a year. The Act divided the licensees into three classes, 
each class again being subdivided into grades. The 
basis of classification was the nature of occupations and 
the probable income of the assessees. The first class 
included, among others, companies registered under the 
Indian Companies Act, 1866, owners of cotton screws, 
persons keeping shops for the sale of European goods, 
sugar and tea manufacturers, etc. There were four grades 
of persons in the first class, paying according to their 
incomes fees of Rs.500, 200, 150, and 100 respectively. 
The second class included a variety of heterogeneous occu- 
pations, e.g,, cloth sellers, druggists and dealers in elephants, 
and also persons specified in the first class whose incomes 
were not so large as to warrant their inclusion in that class. 
There were four grades in the second class, viz., those 
paying taxes of Rs.75, 50, 25 and 10 a year. The third 
class included occupations not specified in the first two 
classes and was divided into three grades paying Rs.5, 
2 and Ri respectively. Any person could have the fee 
charged against him remitted or reduced, on proving that 
the incidence was higher than 2 per cent, on his annual 
earnings.^ Under section 26 of the Act the Provincial 
Government were empowered to exempt any person whose net 
annual income was less than such sum as the Provincial 
Government might from time to time fix. It was the 
intention of the Government to exempt persons drawing 
less than Rs.ioo a year. It will be noticed that the lowest 

1 Section 13, Act II of 1878. 
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fee payable was one rupee. The Act at the same time fixed 
the rate of 2 per cent, as the maximum levy. Clearly, it 
was the intention of the framers of the Act to leave a dis- 
cretion in the hands of the executive who could reduce the 
demand to one rupee in the case of persons drawing Rs.ioo 
a year. The Act came into force on the ist May, 1878. 
Contrary to public expectations the minimum taxable 
income was fixed at Rs.200. This was done to avoid 
hardship to traders and dealers, who had suffered much 
from the prevailing high prices, and to relieve the revenue 
officers from the very heavy work thrown upon them 
in connection with the work of assessment and the dis- 
posal of numerous objections that were bound to crop 
up.^ 

The question which confronted the Bengal Government 
at this time was the method by which the Bengal quota 
The Bengal famine charges was to be raised. On 

Licence Tax, behalf of the Government of Bengal, Mr. 
Act I of 1878. Mackenzie pointed out that it was not possible 
to raise the necessary sum by indirect taxes, such as the 
salt duty or the establishment of a tobacco monopoly, 
which had been suggested in some quarters. There were 
some who even suggested a marriage tax as one of the 
means of relieving Bengal of her financial difficulties. 
Mr. Mackenzie rejected such a suggestion on the ground 
that a marriage tax could only be worked through the 
police, and was besides open to objection as affecting the 
Mohammedan population. ^ 

These expedients being rejected, a licence tax was decided 
upon as in the North-Western Provinces. The observations 
of Mr. Mackenzie, the official exponent of the bill in the 
local Council, justifying the imposition of fresh taxes are 
worth quoting. He observed : 

“ These taxes are not required by us to bolster up unholy 
war or carry carnage through a neighbour’s land. We do not 

^ See letter No. 113 A. of the 29th March, 1878, from Government of 
the N.W.P. to G. of I. 

* Vide Mackenzie's speech, Bengal Legislative Council, 2gth December, 
1877. 

G 
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wring from toil its tribute to satisfy a sovereign's lust or raise 
in far-off capitals memorials of conquest. We seek to save the 
lives and not to filch the earnings of the poor, and we demand 
from the people of Bengal the means of warding from their 
doors that famine spectre that has slain already so many of 
their brethren and may, for aught we know, be knocking at 
their own homes in early future." 

Generally speaking, the Act was similar in its structure 
to the Licence Act for the North-Western Provinces, and 
only such changes were made as the local circumstances 
of Bengal necessitated. The taxable minimum was origin- 
ally fixed at Rs.ioo a year, but was subsequently raised 
to Rs.250.^ The principle of a 2 per cent, levy finds a 
place in the Bengal Act and, as in the North-Western 
Provinces, it was the ultimate standard to which the assessee 
might appeal if he disputed the rough classification of the 
Collector. Inquisitorial inquiries were avoided by the 
provision which laid down that no evidence could be called 
for by the Collector, except at the instance of the tax-payer 
who might feel aggrieved by the classification. This pro- 
cedure was also borrowed from the Northern India Licence 
Act. But one cannot proceed very far without noticing 
certain fundamental differences between the Bengal and 
the Northern India Licence Acts. In the first place the 
tax in Bengal differed from that in Upper India, in so far 
£LS the Bengal Act laid down two different schedules of 
taxes, the one applicable to Calcutta and the other to the 
rest of Bengal. The Calcutta rates were as follows : 


I 

1st Grade 
2nd „ 

II 

, , 

III 

, , 

IV 

, , 

V 


VI 

1st Grade 
2nd „ 

3rd „ 


Rs. 

500 

200 

100 

50 

25 

12 

5 

2 

I 


' Vide letter, Secretary, Finance Department, G. of I. to the Govern- 
ment of Bengal, 12th September, 1879. 
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The Bengal (except Calcutta) rates are given below : 


Class I 

II 

III 

IV 
V 

VI 


1st Grade 
2nd „ 


1st Grade 
2nd „ 


Rs. 

500 

2O0 

100 

50 

20 

5 

2 

I 


It wiU be evident that so far as the first three classes were 
concerned the two schedules were identical, but as regards 
the remaining grades the Calcutta rates were on the whole 
higher. Not only were these rates higher in Calcutta than 
in the rest of Bengal, but the Calcutta schedule brought 
under taxation pleaders, attorneys, physicians, etc., who 
were exempted in the country districts. Obviously, this 
discrimination against Calcutta professional men was made 
on the supposition that they earned larger incomes than 
their colleagues in the country. This sort of reasoning 
was, however, equally applicable to the Calcutta trading 
classes, but so far as they were concerned no differentiation 
was attempted in the higher grades. 

In the second place another difference is to be found 
in the fact that while in the Punjab, the North-Western 
Provinces, Oudh, the assessment rolls were prepared by the 
Tahshildars on information supplied by Patwaris and 
Quanungoes, in Bengal it was found necessary to utilize as 
far as practicable the agency of municipal or other local 
bodies. The Act empowered the Collector to require the 
Municipal Commissioners and the Panchayet of any Union 
constituted under the Bengal Act V of 1876 or any village 
Panchayet under Bengal Act VI of 1870 to furnish returns 
of persons liable to take out a licence. These local bodies 
were further required to pay to the Collector, within a 
stipulated period, a sum calculated on such returns, after 
such deductions for necessary expenditure, as might be 
agreed upon.^ The Lieutenant-Governor of Bengal ex- 

^ Sections 27 and 28 of Bengal Act 1 , 1878. 
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plained in the Legislative Council that the intention was 
to fix a certain amount which a municipality or other local 
body should pay, and then to give such bodies the whole 
benefit of any sum which they might collect in excess of the 
minimum sum on which the contract was based. It is 
needless to point out that an arrangement like this which 
in fact urged the municipalities, though indirectly, to collect 
as much as they could, served to make the tax unpopular 
with the people. It would have been far more preferable 
if the local bodies had been reimbursed for their trouble 
and expense in collecting a Provincial tax by a certain 
percentage on their collections. A duty was imposed on 
the municipalities by statute, but no provision was made 
by which they could be compensated for the expenses 
incurred in discharging this statutory obligation. 

The Bombay Act divided the licensees into fifteen classes. 
The maximum fee payable was fixed at Rs.200 and the 
minimum at Rs.2 a year. Both the maximum 
Licence^Tax, and the minimum were thus different from 
those fixed for Northern India and Bengal. 
No taxable minimum was directly provided 
for, but as the 2 per cent, provision was incorporated in 
the Act ^ this meant a taxable minimum of Rs.ioo a year. 

The Madras Act divided the tax-payers into twelve 
classes and fixed the minimum taxable income at Rs.200. 

Madras Licence ^he highest tax payable was Rs.800 and the 
Tax— Act III lowest was Rs.4. The peculiar feature of the 
of 1878. Madras tax was that the assessees were divided 
into classes according to their income, and the tax was so 
adjusted as to make the 2 per cent, rate payable by the 
poorest man included in a particular class. Thus persons 
whose annual earnings were adjudged to be Rs.40,000 or 
upwards paid the maximum fee of Rs.800. Persons whose 
incomes were estimated at Rs.30,000 a year or more, but 
at less than Rs.35,000, paid a fee of Rs.6oo, and so on 
throughout the entire list.* 

The question of providing funds for meeting famine 


1 Section 12, Bombay AfCt No. Ill of 1878. 

• Schedule to the Madras Act No. Ill of 1878. 
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expenditure in the Central Provinces is intimately bound 

The Pandhari PandhaYi tax.^ No Separate levy 

Tax in c.P. in the shape of a licence tax such as was 
1860-7. necessary in other Provinces was called for 

in the Central Provinces, as the old Pandhari tax dating 
from the Mahratta times already provided a fitting instru- 
ment for the purpose. The vicissitudes through which 
this tax passed from i860 onwards must, however, be 
narrated first before we proceed to discuss what part this 
ancient tax played in the 'eighties of the last century in 
providing funds for the relief of famines. 

In Mahratta times the tax was levied on artisans and 
petty shopkeepers, and in fact upon all persons not engaged 
in agriculture. Generally speaking, absolute inability to 
pay was the only ground for exemption. The tax was 
retained by the British Government on the annexation of 
Nagpur. When income tax was first imposed in i860, 
the Pandhari assessment was allowed to stand and was 
collected simultaneously with it. It will be recalled that 
Wilson proposed to supplement the income tax by a licence 
tax designed to reach incomes below Rs.200 a year. In 
furtherance of this idea the Licence Tax Act was passed 
reaching incomes between Rs.50-200 a year, though it was 
repealed in 1862. ^ During the few months of 1861-2, in 
which the licence tax was in operation, the Pandhari tax 
was so modified as to fall on incomes between Rs. 25-50 
a year. 

There were therefore in this part of the country, for a 
very short period, three different taxes fitting into one 
another. The Pandhari was payable on incomes between 
Rs. 25-50. The licence tax began where the Pandhari 
ended, taxing incomes between Rs.50-200, while the income 
tax brought under contribution persons in receipt of higher 
incomes. Simultaneously with the abolition of Wilson’s 
licence tax in 1862, the taxable minimum for income tax 
was raised to Rs.500. The void thus created by the raising 

^ The Mahratti word is “ Pandhri '' meaning white. It is opposed to 
“ Kali or black, the technical name given to land revenue — Vide Reports 
on Taxation in British India, 1872, p. 413. 

^ See Chapter III. 
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of the taxable limit was filled up in the Central Provinces 
by the Pandhari tax. In 1867 the minimum taxable 
income for the Pandhari was raised to Rs.75 a year.^ 

In that year the imposition of the tax, which had so 
long been based upon mere executive orders, was for the 
Pandhari Tax first time regularized by the passing of Act 
1867-77. XIV of 1867. The preamble to this Act 
pointed out the ancient character of the tax, and laid down 
that it was assessable on all persons not engaged in 
agriculture.'' The Act empowered the Government of 
India to extend the tax which had hitherto been confined 
to Nagpur and Sambalpur to other districts in the Province. 
The maximum rate of the tax was fixed at 2 per cent, per 
annum, with this reservation, that the tax payable by any 
person was not to exceed Rs.500.2 The Act also empowered 
the Chief Commissioner of the Central Provinces to fix the 
minimum taxable limit, and to make rules consistent with 
the Act with the previous sanction of the Governor-General. 

With the imposition of the licence tax in 1867 and the 
certificate tax in 1868, the Pandhari was utilized on each 
of these occasions to bring under taxation persons in receipt 
of incomes below Rs.200 and 500 a year respectively. Up 
to the year 1868 the receipts from the Pandhari tax, which 
amounted to ;£35,56o during 1867-8, used to be credited 
entirely to the revenues of the Central Government. In 
1868, on account of the insufficiency of local funds and in 
view of the many urgent demands upon them, half the 
receipts from the tax were surrendered to local funds, the 
other half being credited as usual to the revenues of the 
Government of India. In 1869 the other half of the receipts 
were similarly surrendered to local funds, in view of the 
restrictions imposed by the Government of India upon 
the power of the municipalities to levy octroi. The restric- 
tion thus imposed was withdrawn in 1870-1, but the 
Pandhari tax, or any portion of it, was not resumed for 
the central revenues. In 1871 the taxable minimum for 


^ Papers relating to Provincial and Local Finance (compiled in the Finance 
Department of the Government of India, Calcutta, 1876), Chapter IX. 
* Section I, Act XIV of 1867, 
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the Pandhari was raised from Rs.75 to Rs.joo a year. On 
the reimposition of the income tax and the successive rise 
in the taxable limit that followed, the scope of the Pandhari 
assessments was widened so as to bring under taxation 
incomes exempted by the Government of India. On the 
abolition of the income tax in 1873 the minimum taxable 
limit for the Pandhari was raised to Rs.250.1 

The following table shows the scale of the tax, the 
number of persons assessed and the receipts during 
1876-7 : 


Class. 

Amount 
of Tax. 

Income on 
which 
Payable. 

Number of 
Persons 
Assessed. 

Yield.* 


Rs. 

Rs. 


Rs. 

I 

3 

250-350 

10,132 

30,396 

2 

4 

350-450 

2,890 

11,560 

3 • • 

5 

450-550 

2,532 

12,660 

4 • • 

6 

550-650 

1,181 

7,086 

5 . . 

7 

650-750 

679 

4753 

6 . . 

8 

750-850 

608 

4,864 

7 • • 

9 

850-1,000 

393 

3>537 

8 . . 

I p.c. 

1,000 and above 

2,794 

69,839 


When in connection with the decentralization scheme the 
question of famine taxation was being discussed in 1877 
for other parts of India, it became quite clear that the 
Pandhari tax would enable the Central Provinces Govern- 
ment to bring the commercial classes under taxation. 
Accordingly, on the 31st December, 1877, the Additional 
Secretary to the Government of India, Finance Department, 
addressed a letter to the Chief Commissioner, Central 
Provinces, intimating that the Government of India would 
be prepared to sanction proposals for enhancing the rate 
of Pandhari assessments from i to 2 per cent, in some or 
in all the classes and to lower the limit of exemption, if 
necessary, but the Government were not prepared to pro- 

^ Papers relating to Provincial and Local Finance (1876), Chapter IX, 
paras. 147-8. 
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pose fresh legislation for raising the maximum payable 
by the richer classes. In reply the Chief Commissioner 
proposed to lower the limit of exemption to Rs.150 and to 
enhance the rate to the maximum of 2 per cent, permissible 
under Act XIV of 1867. These two modifications, it was 
estimated, would increase the 5deld to Rs.256,856, giving 
an increase of Rs. 112,000 over the 5deld for 1876-7. These 
proposals were sanctioned by the Government of India 
and the new schedule of taxes took effect from the financial 
year 1878-9. 
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FAMINE TAXES (continued) 

We have considered in the previous chapter the details 
of local legislation passed in the various Provinces with 
Criticism of ^ provide funds enabling the Goveirn- 

the Licence ment of India partially to meet the recurring 
cost of famines. We have seen that the 
licence tax took the shape of a 2 per cent, levy on the 
income of the trading classes. Strictly speaking, the charge 
imposed was not a licence tax in the ordinary sense of the 
term. For a licence tax, properly so called, prohibits the 
canying on of any occupation, unless and until the tax 
is paid, and admits of no exemption of incomes. As soon 
as the principle of exemption of a minimum income was 
introduced, the tax ceased to be a licence and approximated 
to a rough income tax. The licence tax, while it resembled 
an income tax from this point of view, was marked out 
from a true income tax in so far as the fundholder, the 
salaried servants and professional men were exempted from 
its operation. It was, in fact, a hybrid tax possessing 
some characteristics common to both. 

Then, again, the fundamental assumption on which the 
tax was based was erroneous. The Bengal Chamber of 
Commerce protested against the unequal operation of the 
tax, and in the course of a letter to the Secretary of State 
vehemently dissented from the view propounded by the 
Government that trades and industries generally benefited 
from famines,^ and therefore they should pay a large 
proportion of the annual tribute demanded by the State. 
This protest had no effect on the Government, which 

^ Vide letter of the 23rd March, 1878. 
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persisted in the view that the trading classes were lightly 
taxed. In his speech introducing the Financial Statement 
for 1882-3 the Finance Member remarked that the trading 
classes, who perhaps more than any others have benefited 
by the British rule in India pay so httle has long been 
recognized as a blot upon the Indian fiscal system."' The 
Madras Chamber of Commerce took strong exception to 
this statement and retorted that the Finance Member 
overlooked the fact that the European officials in India 
were remunerated '' on a scale which has no parallel in any 
other part of the world." The Chamber admitted that 
the trading classes ought to contribute their quota, but it 
refused to acquiesce in the exemption of professional men 
and officiads, some of whom are in receipt of incomes that 
in these days of fine margins most merchants may well 
envy." ^ 

Equally unsatisfactory was the manner in which the tax 
was assessed. The work was entrusted to subordinate 
revenue officers engaged in land revenue collection. As no 
such agency existed in Bengal, it became necessary to create 
a new organization for the purpose, except in so far as the 
services of municipalities and other local bodies could be 
utilized. Each district was divided into a number of circles 
and placed in charge of a Circle Officer, whose duty was to 
assess and collect the tax. There were 264 Circle Officers 
during 1878-9 in the whole of Bengal (excluding Calcutta). 
These officers had to visit in six or seven months about 
154,634 villages. 2 In towns constituted as municipalities 
or in rural areas constituted as Unions, the assessments 
were made by the municipal committees or Union Pan- 
chayets. In these areas, therefore, the Circle Officer had 
no hand in the work of assessment, as the assessment list 
was returned direct to the Collector of the district. In 
Calcutta the assessment work was entrusted to the Chairman 
of the Municipal Corporation who had to discharge at this 
period, in addition to his civic duties, the function of the 

^ Vide letter to the Finance Member, Government of India, 5th April, 
1882 — Proceedings of the Bengal Chamber of Commerce. 

* Vide Bengal Licence Tax Administratioyi Report, 1878-9. 
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Commissioner of Police. It is true that the Chairman was 
aided in his work of assessment by a number of Circle 
Officers and enumerators, but neither the Chairman of the 
Calcutta Corporation nor the Collectors of districts could 
afford much time to supervise minutely the operation of 
the licence tax without neglecting their other and more 
important duties. They had, therefore, to appoint a deputy 
or a vice-chairman who appointed other deputies, until the 
working of the Act was left to ordinary assessing sircars 
(bill collectors). Commenting on this feature of licence 
tax administration, Mr. Yule, the President of the Bengal 
Chamber of Commerce, observed : " Just as the duty of 
working the Act was jerked down the different grades of 
functionaries from Collectors to sircars, the lists which the 
latter prepared were jerked up the same grade until they 
reached the Collector who approved the lists without hearing 
anything about them.” 

The work of assessment was very difficult indeed, as 
there was nothing tangible on which to base even a rough 
estimate of an assessee’s income. As no returns of income 
could be called for, the subordinates were left to form a 
rough estimate of the tax-payer’s means as best they 
could. The dwelling of the assessee was visited, a mental 
note was taken of its condition, the tax-payer’s style of 
living, the value of his untensils, and even the aspect of 
his face scrutinized in the hope of getting some rough esti- 
nate of his wealth. Lucky indeed was a Collector in the 
North-Western Provinces who found an elephant tied up 
near the house of one assessee, for he, at any rate, had 
obtained something substantial to build upon. But all 
Collectors could not hope to be so fortunate. 

This uncertainty was not peculiar to any particular 
Province, for the work of assessment proceeded on much 
the same lines in every part of the country. An an illus- 
tration of the manner in which the licence tax was admin- 
istered, we may instance the case of Bengal during 1878-g. 
In that year the total demand for the tax was Rs.4,822,851, 
out of which only Rs. 2, 665, 753 was collected and a sum 
of Rs.2,026,811 was remitted and Rs.130,287 became 



98 


THE INDIAN INCOME TAX 


irrecoverable by lapse. ^ Again, in Calcutta from the be- 
ginning of the financial year 1878 up to the 31st December, 

1878, 1,519 petitions of objection were disposed of. Of 
these 612 were from persons who had been assessed in the 
first grade liable to pay a tax of Rs.500. Upon appeal only 
14 of these were upheld. Out of the total number of 
1,519 petitions, only 137 assessments were upheld.^ Since 
no returns could be called for, the tax could only be admin- 
istered by guess-work. Remissions were given on a large 
scale, and the collection of revenue was disproportionately 
small as compared to the original demand. One lockl 
officer in the North-Western Provinces pointed out that 
in estimating traders* profits '' only the most distant 
approach to the vaguest conviction ** was all that was 
possible. Persons from whom information might be sought 
for regarding income were divided into three classes by 
this officer. In the first class came those who did not know 
and did not profess to be able to give any information. 
In the second there were those who did not know, but 
volunteered endless information as inaccurate as it was 
copious. Thirdly there were others who did know, but 
would not tell. But the fourth class of men, namely, those 
who did know and were willing to teU, were rare indeed.^ 

In particular, a section of the Indian public felt aggrieved 
at the provisions of the Act, which made each member of 
a joint Hindu family liable to take out a separate licence, 
in respect of any trade or dealing in which he was engaged. 
In this matter there was a discrimination as between the 
liabilities of partnerships and joint Hindu families. Partners 
were assessed to only one tax jointly,^ while the members 
of a joint Hindu family were made separately liable. There 
was, of course, some justification for this differential treat- 
ment, for the members of a joint Hindu family might live 
widely apart from one another and pursue different occu- 

^ Resolution of the Government of Bengal dated the nth November, 

1879, on the administration of the licence tax, 1878-9. 

* Vide speech by Mr. George Yule, President of the Bengal Chamber 
of Commerce, at the half-yearly meeting held on i8th February, 1879. 

^Licence Tax Administration Report, N.W.P., year ending 31st Decem- 
ber, 1879. ^ 

^ Section 13, Bengal Act I of 1878, 
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pations. One member might be engaged in trade, another 
a lawyer, while a third might be a broker. Obviously, in 
these circumstances it would have been unfair to charge 
one lump sum on the family. At the same time it must be 
remembered that in rural areas, where individuals belonging 
to families of limited means were thus engaged in varying 
occupations, this practice of charging individuals separately 
added to the burdens of the tax and made it unpopular. 

The European commercial community also, particularly 
in Bengal, had its own peculiar grievance against the 
provisions of the Act, which in many cases compelled it 
under heavy penalties to take out a hcence in more than 
one district. The jute mill companies, for instance, had 
their head-quarters in Calcutta, while their mills and factories 
were situated outside Calcutta. Under the provisions of 
the Act, companies like these had to take one or more 
licences in the districts in which the factories were situated 
and another for their head-quarters in Calcutta where the 
profits were distributed.^ Again, merchants whose head- 
quarters were in Calcutta, but who had buying agencies 
scattered through the whole of Bengal, had to take out as 
many licences as they had agencies in separate districts. 
Of course, it was quite open to them to prove that they 
had no earnings in these areas where they had agencies, 
and to apply for a refund of the tax. But the law required 
that the tax must be paid on demand on pain of a penalty 
of thrice the amount of the tax,^ The railway companies 
also were hard hit, for they had to pay this tax for every 
district through which their lines passed, and in their 
case it was not open to them to prove that they had no 
earnings in these districts. Double, triple and in many 
cases quadruple taxation took away what little justification 
there might have been for the imposition of a licence tax, 
which was originally intended to be a light impost on 
the trading and commercial classes. An income tax based 
on actual profits of companies would have been far more 

^ Section 8, Bengal Act I of 1878. 

* Vide section 21 of the Bengal Licence Act. Such provisions occur in 
the other Provincial Acts as well, e.g., section 15 of the Bombay Act III 
of 1878, section 19 of the Madras Act III of 1878. 
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equitable and uniform in its operation than a system of 
taxation avowedly based on guesses and conjectures. 

The unsympathetic manner in which the tax was admin- 
istered added to the hardships of the people and increased 
the resentment against the tax. The subordinate officials 
were not slow, in many cases, to utilize the opportunity 
in satisfying their personal grudge. When the assessment 
list was complete, it had to be hung up on the notice-boards 
of thanas (police stations). Thirty days' time was allowed 
for instituting an appeal and, if there was no appeal and 
the tax was not paid within sixty days of the publication 
of the list, the defaulter was liable to a fine.^ In addition 
to the fine, a fee of R.i was charged for giving notice 
that a fine was imposed," and the assessee was further 
informed that if the tax, the fine and the fee were not 
paid within seven days distraint would follow. Mr. Yule, 
the President of the Bengal Chamber of Commerce, referring 
to the stringent administration of the tax, pointed out that 
these '' three-barrelled messages were fired off into many 
an open door " and caused extreme dissatisfaction. He 
observed that the misery the Act was causing might lead 
one to suppose that the Government had been studying 
the art of taxing in some Turkish pashalic.^ 

In many cases the tax was imposed even upon barbers, 
washermen, and persons who lived from hand to mouth. 
The Provincial licence tax of 1878 descended very low in 
the scale of incomes and was collected with far more rigour 
than many of the previous direct taxes. This is apparent 
from the fact that while the all-India hcence tax of 1867-8 
yielded a sum of Rs. 1,700,000 in Bengal, the Provincial 
licence tax of 1878--9 on the other hand, with its exemption 
of officials and professional classes, yielded more than 
Rs.2, 650,000 . 3 The Commissioner of the Burdwan Division 
observed as follows in 1878-9 : ‘‘ The burden of the Bengal 
licence tax falls with particular severity upon the lower 

^ Section 15, Bengal Act I of 1878. 

* Vide his speech, 30th May, 1879 — Proceedings of the Bengal Chamber 
of Commerce. 

* Vide Bengal Report on Licence Tax Administration, 1878-9 ; also 

Fawcett, Indian Finance, p. 127. ^ 
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classes, who live from hand to mouth and are unprepared 
to meet any unusual charge without dispensing with some 
necessary/' In Calcutta the feeling against the tax mani- 
fested itself during 1878-9 by means of a strike amongst 
the bhistis (water carriers) and nalbands (farriers). The 
carters, who were assessed at Rs.5 a cart, also declared a 
strike, with the result that their assessment was reduced 
to R.i. The vernacular newspapers of the day in Bengal 
took upon themselves the task of voicing the popular dis- 
content. The Hindu Ranjika of the 4th December, 1878, 
said : “ Like fishermen, the assessors drag both large and 
small fish into their nets." The Sulabh Samachar, in its 
issue of the 7th December, 1878, commented that the 
licence tax was a permanent source of revenue and equally 
a permanent source of distress to the people. The Indian 
and European communities, with a unanimity rare on other 
occasions, wholeheartedly combined in condemning the 
tax. The Bengal Chamber of Commerce noticed with 
regret that the time which was wasted by the Government 
in muzzling the vernacular Press and in administering 
the Vernacular Press Act was not more profitably utilized 
in framing judicious rules for assessing the people under 
the Licence Act. The President of the Chamber at its 
half-yearly meeting on the i8th February, 1879, remarked 
that the licence notices had a wider circulation than native 
newspapers, and owing to the manner of their distribu- 
tion were much more likely to. generate sentiments of 
disloyalty. 1 

The discontent was as strong in other parts of India as 
in Bengal, but owing to the fact that public opinion, either 
Indian or European, was not so well organized its manifes- 
tation was less vocal. The Report on the operation of the 
Northern India Licence Tax for the year ending 31st 
December, 1879, observed that the tax no longer touched 
the great majority of the people who spoke most bitterly 
about the income tax ; the great majority who paid the 
tax were sober traders not ready to fight. It further assured 

^ Proceedings of the Bengal Chamber of Commerce — Half-yearly meeting, 
18th February, 1879. 
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the Government with some amount of satisfaction that, 
inasmuch as the tax was paid by the comparatively unin- 
fluential portion of the population, any discontent that 
might continue to exist was utterly unworthy of attention 
from the political point of view. The Secretary to the 
Government of the North-Western Provinces and Oudh was 
of opinion that the tax was regarded with as much dis- 
content and disaffection as the people were capable of 
showing, but there was no cause for alarm or anxiety.^ 

In the Punjab the feeling against the tax was largely 
due to the fact that it descended too low upon people 
who were suffering from scarcity and high prices. The 
Secretary to the Financial Commissioner was of opinion 
that the agriculturists as a class regarded this tax with 
a feeUng akin to satisfaction, inasmuch as it was paid by 
the non-agriculturists, 2 but this feeling was very much 
shaken in some districts by the assessment of agriculturists 
as traders when they happened to hire out their carts and 
camels or to sell milk. In Surat, where the assessments on 
many persons were much too high during 1878-9, riots 
broke out, which were speedily suppressed.® 

Not infrequently the licence tax exercised a prejudical 
effect on the people's desire to work. Cases are on record 
of owners of boats accustomed to trade, laying up or selling 
their boats in order to avoid the payment of the tax.^ 
Again, it was noticed that the licence tax had a tendency 
to discourage the registration of bonds and other documents. 
When all other evidences failed, a registered document was 
the one tangible thing on which the assessor could rely. 
The document could easily be found in the public registra- 
tion office. Many persons who had been occasional money- 
lenders thought it prudent to withhold the registration 
of their bonds for money advanced, as the document 
might be used as evidence against them for licence tax 

^ Vide letter from C, Robertson, Secretary to the Government of the 
N.W.P. and Oudh, dated the iith February, 1879, to the Secretary, G. 
of I., Finance Dept. 

* Vide letter from the Secretary to the Financial Commissioner of the 
Punjab to the Secretary, Punjab Government, 6th May, 1879. 

^ Licence Tax Returns of the Bombay Presidency, 1878-81-82. 

^Bengal Licence Tax Administration Report, 1881-2. 
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assessment. 1 The indirect effect of this tax in encourag- 
ing htigation should not also be ignored. 

The District Officers complained that, if they wanted 
effectively to supervise the work of licence tax assessment, 
they found very little time left for other and more important 
duties. Accordingly, a suggestion was put forward in 
some quarters that the assessment lists prepared once 
should be acted upon for some time to come, and that 
the Government should accept the stafMS quo with as few 
exceptions as possible. The work of assessment was so 
heavy that there was a danger of the entire revenue admin- 
istration being clogged with the dust of the assessee 
hunt.'* A member of the Board of Revenue, North-Western 
Provinces, remarked in 1878 : The flower of the service 
must no longer spend the precious hours of their cold 
weather tour in groping through the dingy intricacies of 
foetid lanes ferreting out possible tax-payers. This has 
been done once and this should be once for all." It will 
be recalled that, in 1861 and 1862, a device of this nature 
was adopted to relieve the congestion in administration. 
On this occasion, however, the Government did not find it 
practicable to adopt it. 

The licence taxes introduced in 1878 remained in force 
till 1886, when they were abandoned in favour of an all- 
The Pro osed income tax. The history of the inter- 

ExLns^o?^o1[ vening years is largely the history of the 
Licence attempt of the Government of India to make 
the tax less burdensome to the poorer people 
and more equitable in its operation, first by raising the 
exemption limit, and secondly by bringing under taxation 
the professional, salaried and landed classes. The Govern- 
ment succeeded in their first object in 1880, when the 
minimum taxable hmit was raised in aU the Provinces 
to Rs.500. But all attempts to bring the exempted classes 
under taxation proved unavailing. The conduct of the 
Government during 1878-80 was throughout marked by 


^ Bengcd Licence Tax Administration Report, 1881—2 — opinion of the 
Commissioner of Chittagong Division ; also Report on the Operation of 
the Licence Tax, Northern India, 1879. 

H 
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vacillation, which was all the more regrettable in face of 
the serious exchange crisis and the resulting financial 
difficulty with which they were confronted. Twice during 
this period the Government went to the length of formu- 
lating concrete proposals for the taxation of officials and 
the professional classes, but on both these occasions the 
measures were withdrawn. 

The first modification in the licence taxes was made in 
Bengal, by means of an executive order. By a telegram 
dated the 14th September, 1879, the Government of India 
raised the taxable minimum in this Province to Rs.250 
a year. This step was taken to reheve the distress of the 
people due mainly to flood and other causes in Eastern 
Bengal. The result of this modification was to remit a 
claim of Rs.955,820, or nearly one-third of the gross demand. 
The reduction in the number of persons liable to taxation 
was, however, more than in proportion to the amount 
of remission, as the vast majority of the tax-payers 
belonged to the lower grades. Over 550,000 persons out 
of a total number of 740,432 assessees were relieved from 
taxation. 

The Government of India had reaUzed that there was 
considerable justification in the criticism that had been 
levelled against the licence tax, on account of the exemption 
of certain classes from what was justly regarded as an 
emergency levy. Accordingly, during the very first year 
of the operation of the tax in July, 1878, they recommended 
to the Secretary of State that the tax should be extended 
to salaried employments and professions at the rate of 
per cent., in order to remove, as far as possible, the 
reproach that the poorer classes were being unduly burdened. 
It will be remembered that the maximum hcence tax in 
the Presidency of Madras was Rs.8oo, in Bengal Rs.500, 
and in Bombay Rs.200. It was calculated that if a tax was 
imposed at the rate of per cent, per annum on the 
salaries of the Governor-General, the Commander-in-Chief 
and the Governor of Provinces, the amount that would be 
payable by them would far exceed the highest fee payable 
in any of the Provinces under the provisions of the existing 
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Licence Acts. Leaving out of consideration these high 
officers of State, it was ascertained that the highest sum 
then payable as salary to a Government servant was 
Rs. 50,000 a year. A tax at the rate of per cent, per 
annum on this sum amounts to Rs.750. It was accordingly 
proposed to increase the maximum fee payable in Bengal 
and Bombay to Rs.750 by adding one grade in Bengal 
and two in Bombay. The Secretary of State agreed to 
these proposals and conveyed his sanction to the Government 
of India in November, 1878. ^ 

But nothing tangible came of these proposals. The 
Government of India argued that, as the finances were 
The Proposal in a bad way, more drastic measures were 
Withdrawn. needed than the mere extension of the licence 
tax to some of the exempted sections. The fall in the 
gold value of silver had upset entirely the budgetary equili- 
brium, and the Government of India suggested to the 
Secretary of State in March, 1879, no action should 
be taken on the taxation proposals. The extension of 
taxation was likely to yield only about ;^200,ooo, a sum 
which was quite inadequate for meeting the deficit. ^ In 
July, 1879, Secretary of State conveyed his sanction 
to the abandonment of this plan. 

The Government of India thereupon formulated another 
and a more comprehensive proposal for the taxation of 
all the classes which had hitherto escaped direct taxation, 
including the landlords, and invited the opinion of the 
Provincial Governments on these proposals.^ In inviting 
an expression of opinion the Government of India pointed 
out that, under the existing licence taxes, large numbers 
of persons were being taxed with comparatively little 
financial advantage to the State. The Provincial Govern- 
ments were practically unanimous so far as the proposal 
to tax the professional classes and the officials was concerned. 
But the Governments differed among themselves when 
it came to the question of taxing the income from land. 

^ Vide letter of the 21st November, 1878 — Correspondence, Debates in the 
Legislative Council and Minutes relating to Direct Taxation (1882), Vol. II. 

2 Vide letter from G. of I. dated the 13th March, 1879- 

^ Vide circular letter from G. of I., 19th August, 1879. 
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The proposal to include this category of income in the tax 
system was therefore dropped. 

On the 14th November, 1879, the Government of India 
introduced in the Indian Legislative Council a bill on these 
Attempt amend and consolidate all the Licence 

renewed in Acts. The bill proposed to fix the minimum 
^^79. taxable income throughout British India at 

Rs.250 a year, and to extend the tax to the officials and 
other salaried employments. It was proposed that all 
salaries in excess of Rs. 1,200 a year should be taxed at a 
uniform rate of per cent. It was further proposed to 
extend the tax to the professions throughout the country, 
as they were already taxed in Calcutta. The classification 
was so arranged as to fall as nearly as possible at the rate 
of 1 1 per cent.^ The preamble that appeared in the existing 
Licence Acts that the revenue was needed to defray public 
expenditure incurred for famines was dropped. The 
measure as thus drafted sought to put the tax on a more 
equitable basis than it had been in the past. At the same 
time it is difficult to find any justification for the new 
anomalies the bill sought to create. Mr. Fawcett rightly 
pointed out that it was anomalous to impose taxation on 
a petty trader whose income was Rs.250 a year, and at 
the same time to exempt from taxation persons in receipt 
of salaries several times as large. ^ 

When the bill embodying these provisions came to be 
circulated, some of the Provincial Governments objected 
to the very features which they had themselves suggested, 
while others condemned the measure on the ground that 
it did not go far enough. The Government of Bengal 
thought the taxation of officials to be a concession to a 
really unmeaning popular cry,'' while the Governments of 
Bombay and Madras failed to see any reason why the 
landholders living on rents and the fundholders should 
not be taxed. The Provincial licence taxes (with the excep- 
tion of the Bengal tax) were all assessed for the calendar 

^ Sir John Strachey’s speech — Indian Legislative Council, 14th Novem- 
ber, 1879. ^ 

* Fawcett : Indian Finance, p. 182. 
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year. The Government of India had therefore intended 
to pass the amending bill before the end of the year 1879, 
so that the Act could be put into operation from the begin- 
ning of the calendar year 1880. It became evident, how- 
ever, during the closing month of the year that it would 
not be possible to expedite the passing of the measure, 
as the bill was referred to the Select Committee as late 
as the 24th December, 1879. 

But what surprised most people was that the bill which 
was thus referred to the Select Committee on the 24th 
December was not the bill which had been originally intro- 
duced on the 14th November ; for the Government of 
India had made several alterations of a fundamental char- 
acter in its provisions. In the first place the original idea 
of passing a measure applicable throughout British India 
was dropped. The Government now decided to settle the 
main Unes of policy, leaving the details to be determined 
by the various Provincial Legislatures. Circumstances 
differ so widely in various parts of India that it was felt 
that it would be unwise to lay down one uniform measure. 
In the second place it was proposed that the taxable 
minimum should be raised to Rs.500 a year, and the loss 
of revenue resulting from this step made good by the 
increased taxation of the professions and trades. By raising 
the taxation to Rs.800 a year, the maximum fee permissible 
under the Madras enactment, the Government estimated that 
they would obtain an additional -sum of ^^240,000 a year. 

Some of the members of the Legislative Council, including 
Messrs. Paul, Pitt-Kennedy and Morgan, protested against 
the unconstitutional step taken by the Government, and 
argued that, in view of the changes introduced in the draft 
bill subsequent to its original publication, it should have 
been withdrawn and a new one introduced.^ These objec- 
tions were overruled and the Government decided to push 
on with the new measure. But even in this modified form 
the bill was not destined to pass. As there was a slight 
improvement in the financial situation, the Government of 
India proposed to the Secretary of State on the 5th February, 

1 Proceedings of Indian Legislative Councilt December, 1879* 
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1880, that the question should be reconsidered in the light 
of the new situation. On the i6th February, 1880, the 
Government of India again informed the Secretary of State 
that in view' of the improved prospects of finance, they 

could not justify the extension of taxation to official and 
professional classes."' The only change which they now 
proposed in the existing licence taxes was the raising of 
the exemption limit to Rs.500, leaving the other features 
intact. The Secretary of State at first hesitated to acquiesce 
in this policy, but, it appears, had to yield on pressure 
from the Government of India. On the i8th February, 
1880, the Viceroy (Lord Lytton) sent a telegram to the 
Secretary of State in the following terms : Whatever 

view be taken of policy, it is impossible now to carry the 
measure. Neither I nor any member of the Executive 
Government can support it, and the Legislative Council 
would probably not accept it." ^ Six days after the despatch 
of this telegram, Sir John Strachey moved in the Legislative 
Council that the resolution which the Council had passed 
on the 24th December, 1879, referring the licence tax 
amendment bill to a Select Committee be cancelled. With 
the cancellation of the original resolution ended the second 
attempt on the part of the authorities to remove what was 
undoubtedly a gross anomaly in the tax system of the land. 

In justifying this course of action. Sir John Strachey 
observed : 

“ Admitting as we must do in the present state of the finances 
that we do not absolutely require the £240,000 which the con- 
templated taxation of these classes would yield, is it now desir- 
able to impose it merely for the purpose of our making our system 
of taxation more theoretically equal and removing to some extent 
the reproach which undoubtedly is true that certain classes do 
not at present bear the full share of public burdens ? " 

He then introduced a new measure which became law 
Act VI of at the next sitting of the Legislative Council ^ 
1880. and was known as the Licence Acts Amend- 

ment Act (VI of 1880). 

* Correspondence, Debates in the Legislative Council and Minutes relating 
to Direct Taxation in British India 41882), Vol. II. 

* Proceedings of the Indian Legislative Council, 2nd March, 1880. 
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This Act was divided into three parts : one relating to 
the North-Western Provinces, Oudh and the Punjab, 
another to Bombay, and the third to Madras. The taxable 
minimum for each of these areas was fixed at Rs.500 per 
annum. The case of Bengal was left out to be dealt with 
separately by the Bengal Legislative Council. Besides 
raising the taxable minimum, the Act introduced very 
little changes. In Bengal the tax had always been collected 
for the financial year, but in the other Provinces the practice 
was to collect it for the calendar year. The amending Act 
provided for the adoption of the Bengal system in the 
other Provinces. 1 A doubt having arisen in some Provinces 
as to whether tea companies selling their own produce 
were liable to pay the licence tax, 2 the question was settled 
in the new Act by providing for their exemption. The 
Act further afforded relief to those traders whose activities 
covered more than one Province. Such traders were often 
called upon to pay licence tax in each one of those Provinces. 
Section 19 of the amending Act provided that they 
should not be called upon to pay the tax in more than one 
Province. 

The Madras Government followed up this measure with 
another Act passed in the local Legislative Council, which 
Bengal Act reduced the maximum fee payable from Rs.800 
II of 1880. to Rs.500,^ Act II of 1880 passed by the 
Bengal Legislative Council amended the Act of 1878 on 
lines similar to those laid down for other Provinces. The 
taxable minimum was raised to Rs.500. The use of the 
municipal agency in the assessment and collection of the 
tax was abandoned, as the municipalities had not taken 
kindly to this task. With the exemption of smaller in- 
comes, it was now thought unnecessary to retain the separate 
schedules applicable to the metropolis and the country dis- 
tricts. Henceforth there was to be one schedule of taxes 
applicable throughout Bengal. The provision of the old 

^Sections 6, lo and 15 of Act VI of 1880. 

2 Tea and other companies paying the Road Cess in Bengal were de- 
clared exempt from the licence tax under executive orders. 

® Madras Act III of 1880 — An Act to amend the Schedule annexed to 
“ 'The Madyas Licence Act, 1878,” as amended by Act VI of 1880. 
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Act under which persons carrying on business in more 
than one district in Bengal had to take up several licences 
was repealed, and sections 6 and 9 of the new Act 
provided that one licence would cover all the districts. 
During 1880-1 760 persons who had been taxed in the 
previous year in more than one district were exempted 
from double taxation.^ 

As the Government of India’s amending Act did not 
apply to the Central Provinces, it was necessary for the 
Modification Government to deal with the case of this 
in the Pand- Province separately. The Government of India 
hart Tax, 1880. accordingly addressed a letter to the Central 
Provinces Government inquiring whether exemptions similar 
to those made in other Provinces should be made in respect 
of ihePandharitdj^,^ The Chief Commissioner felt that the 
case of the Central Provinces stood on a different footing 
altogether, as the Pandhari was an old and famihar impost 
which had always been paid by the people, and that there 
was no reason why the system prevalent in the Central 
Provinces should be assimilated to that existing in other 
Provinces. The Chief Commissioner observed : As Pand- 
hari was paid in these Provinces when no licence taxes 
existed elsewhere, there can be no hardship in classes 
continuing to pay who have always paid and who would 
presumably have continued to pay, if no licence tax had 
been introduced in other Provinces.” ® The Government 
of India agreed with this view, and, as a result of further 
correspondence, a minimum taxable limit of Rs.250 was 
fixed. By thus raising the taxable hmit from Rs.150 to 
Rs.250 as many as 26,508 persons were relieved out of an 
aggregate of 52,905 persons. 

Under the different Licence Acts prevalent in various 
An Appraisal India in 1878 about 2,000,000 persons 

of the Acts were assessed to the tax, paying roughly a sum 
of 1880. Qjf j^900,ooo (90 lakhs of rupees). The amend- 

ments introduced had the effect of relieving as many as 


^ Vide Report on the Administration of the Licence Tax, Bengal, 1 880-1. 

* Vide letter of the 7th June, 1880, to the Chief Commissioner, C.P. 
^ Vide letter from C.P., dated the 25rd June, 1880. 
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1,600,000 persons, while the total loss of revenue amounted 
to ;£36 o,ooo. The raising of the taxable minimum relieved 
the poorer section of the tax-payers, and the contemporary 
official reports point out that the feehng against the tax 
subsided to a great extent. The Lieutenant-Governor of 
Bengal observed in 1883 : ‘‘ No one has yet discovered 
a tax which a conscious assessee would take pleasure in 
paying, and in India all direct taxation must involve a risk 
of extortion and oppression being practised. But while 
reluctance to pay will naturally remain, there is every 
reason to hope that the other elements of unpopularity 
will gradually disappear.’' ^ The Collector of Bogra, in 
reviewing the administration of the tax in his district 
during 1883-4, remarked that the tax was not popular, but 
there was no open discontent. In the North-Western 
Provinces also the unpopularity to a large extent died 
away. The Secretary to the Government of the North- 
Western Provinces observed in 1881 : ‘‘ The exemption of 
persons with incomes below Rs.500 from assessment has 
removed a great burden from a large number of poor people 
and has very greatly reduced the work of district officers.” ^ 
In Bombay also, as a result of the new Act, 86 per cent, 
of the assessees who were taxed before were relieved, and 
the official report points out with satisfaction that ” there 
is not now much open complaint.” ^ 


1 Vide Report on the Administration of the Licence Tax in Bengal, 1882-3 
— Resolution of the Government of Bengal dated the 26th November, 1883. 

* Vide letter of the 17th October, 1881, from Secretary, Government of 
the N.W.P., to Secretary, Board of Revenue, N.W.P. — Licence Tax Ad- 
ministration Report, N.W.P., 1 880-1. 

® Vide Licence Tax Returns of the Bombay Presidency, including Sind 
and Aden, 1878 to 1881-2, p. 8, 
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THE INCOME TAX OF 1886 

In 1886 the licence tax was converted into an income tax, 
which brought under contribution all incomes other than 
those derived from agriculture. This increase of taxation 
was needed in view of the financial stringency which con- 
fronted the Government at the time. 

In 1885 occurred the Panjdeh incident, and it became 
necessary for the Government to reconsider the mihtary 
Events Leading situation. The advance of Russia into close 
^^sition^^f an British frontier necessitated 

in^mr Tax^^ the strengthening of the frontier defence works 
in 1886. and an extension of the strategic works. The 
annexation of Upper Burma also entailed heavy outlay 
until such time as the Province was in a position to pay its 
way. The Government were further embarrassed by the 
fall in the gold value of silver. It was apprehended that 
the exchange value of the rupee would fall from is, jd, to 
IS. 6rf., and this one item alone was likely to entail an addi- 
tional expenditure of i crore of rupees. It is doubtful if 
all these causes would have made the financial situation so 
desperate, but for the line of action which the Government 
had adopted in 1882 and 1883. In March, 1882, the salt 
duty had been reduced to Rs.2 a maund (except in the 
trans-Indus districts of the Punjab and in Burma) at a cost 
of ,400,000. In 1878 and 1879 the import duty on coarse 
cotton cloth had been removed, and in 1882 the remaining 
cotton duties were abolished at a gross cost of ;^i, 219,000. 
During 1882--3 the Patwari cess levied for the maintenance 
of the village revenue officers in the North-Western Pro- 
vinces was also abolished. •The amount sacrificed was 
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;^;3i6,ooo, and the Government undertook to pay the sum 
out of the general revenues. On top of these came the 
reduction of duty on Malwa opium. 

These heavy reductions, particularly at a time when the 
Government were confronted with a serious exchange crisis, 
were perhaps too hasty. But, for the time being, the sur- 
plus that followed in spite of the abolition of these taxes 
showed that the Government had been right. The year 
1882--3 showed a surplus of ;£700,ooo ; ^ the year following 
showed a still larger surplus of ;£i,387,496. In 1884-5 and 
1885-6 the finances were practically in equihbrium. But 
the situation changed in 1886-7. As Sir Auckland Colvin ^ 
pointed out : With the present year, our brief spell of 

happiness has come to an end ; the fat kine have passed 
on ; the lean kine are come in. Three uninterrupted years 
of prosperity is a godsend in the annals of any nation ; 
in our Indian annals it is extraordinarily rare good 
fortune.'' 

It became necessary, therefore, to consider ways and 
means. Economy was not possible immediately to any 
large extent, as the financial contracts with the Provinces 
stood in the way. Indirect taxation it had been the avowed 
policy of the Government of India for some years past to 
avoid. The duty on salt could not be raised without adding 
to the burdens of the poorer classes. As regards customs 
duties, it was the prevailing idea in Great Britain that the 
duties on cotton textiles were protective in their nature, 
and as such could not be reintroduced without the Govern- 
ment laying themselves open to the charge of protecting 
Indian industries at the expense of Lancashire. Recourse 
was therefore had to direct taxation in the shape of an 
income tax. 


^Proceedings of the Indian Legislative Council^ 4th January, 1886. 
a Sir Auckland Colvin (1838-1909) was appointed Finance Member in 
August, 1883. Colvin’s countrymen in India disliked the income tax 
which financial necessity forced him to impose. Kipling has immortalized 
him in his “ Departmental Ditties’* by Rupaiyat of Omar Kalvin, 
“which represents the Finance Member as plying the begging bowl among 
his European countrymen.” Colvin also served in Egypt. He rendered 
valuable service as English controller of Egyptian finance and financial 
adviser to the Khedive. 
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It was admitted on all hands that the licence tax as it 
stood, even after the modification introduced in 1880, was 
unfair in its operation. The obvious remedy lay in extend- 
ing the tax to those who had hitherto escaped paying it. 
Indeed, it is possible to maintain that the policy which the 
Government were forced to adopt in 1886 in the matter of 
taxation was the direct and the inevitable outcome of the 
remissions granted on a liberal scale during 1882-3. As 
the tax system stood in 1886, the upper-middle and the 
upper classes enjoyed the greatest immunity from taxation. 
The Governor-General (Lord Dufferin), speaking in the Legis- 
lative Council, pointed out this defect of the tax system 
in a forceful speech. He remarked : 

I look around this very table and what do I see ? That 
there is not one of us into whose pocket Sir Auckland Colvin 
is able to get so much as his little finger. For instance, take 
my friend, Mr. Mandlik, a most eminent and distinguished 
member of the legal profession. He will admit, I am sure, that 
his qualifications to rank as a tax-payer are of the most micro- 
scopic proportions. ... I might make the same appeal to most 
of our other colleagues, and, what is equally sad, I am forced to 
make an identical confession in regard to myself and to the 
members of the Government. There is not one of us who pays 
any really serious sum from his income into the Imperial ex- 
chequer.*' ^ 

The imposition of an income tax, while it enabled the 
Government to remove an undesirable feature of the tax- 
system, furnished them at the same time with funds which 
they sorely needed. 

The Act for '' imposing a tax on income derived from 
sources other than agriculture *’ ^ fixed the taxable minimum 
The Income Rs.500 a year. The rate of the tax was 4 
Tax Bill of pies in the rupee (2 per cent, approximately), 
ma^by^the^^ except in the case of incomes above Rs. 2,000 
Select Commit- a year, which were taxable at 5 pies in the 
rupee. The bill as finally passed differed in 
important respects from the proposals which the Govern- 

^ Proceedings of the Indian Legislative Council, 4th January, 1886. 

2 Act 11 of 1886. 
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ment originally made. In the draft bill a special privilege 
was given to Government servants drawing salaries below 
Rs.ioo a month, who were declared exempt from taxation. 
As this favoured treatment was likely to lead to jealousy 
and recriminations between different sections of the com- 
munity, the provision was dropped in the Select Committee, 
with the result that all classes of income were placed on the 
same footing as regards taxable capacity. The Select Com- 
mittee introduced certain other amendments with a view 
to make the tax more acceptable to the people. Thus an 
abatement was allowed in respect of hfe insurance premiums 
to the extent of one-sixth of income. The original bill 
contained no provision for appeal to the higher author- 
ities. This was modified by section 27, under which an 
assessee could appeal to the Commissioner of a Division 
as a matter of right, if the original assessment amounted 
to Rs.250 or upwards. In all other cases the Commissioner 
could at his discretion call for the records of the case on 
the petition of the person aggrieved by the order of the 
Collector. Two other changes introduced were designed 
to afford some relief to the commercial community. The 
original proposal was to require all companies or associa- 
tions of individuals or private employers to collect the income 
tax on behalf of the Government from persons in their 
employment. As it was felt that the operation of this 
clause would have caused vexation and annoyance to the 
mercantile community, the clause was made optional, and 
the Collector was empowered to arrange on suitable terms 
for the collection of the tax.i The Select Committee finally 
exempted the profits of foreign shipping companies from 
taxation,® as it was found difficult to estimate the profits 
of such companies over the period during which they oper- 
ated in Indian waters. 

The Act divided all incomes into four different classes. 

These were taxable under four different parts 
S^A^irof of the second schedule attached to the Act. 
1886. classes of income are set out below : 

1 Section g (2), Act II of 

a Section 5 (i) (d). Act II of 1886. 
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Part I. — Salaries, annuities and pensions taxable at the rate 
of 5 pies in the rupee if the income amounted to Rs.2,000 
a year or more. Incomes between Rs.5oo~i,999 were taxable 
at the rate of 4 pies in the rupee. 

Part II. — Profits of companies were taxable at a uniform rate 
of 5 pies in the rupee. 

Part III. — Interest on securities was taxable at the rate of 5 
pies in the rupee, if the income from all sources amounted 
to Rs.2,ooo a year or more, and at 4 pies in the rupee if 
the income was between Rs.500-1,999. 

Part IV. — Other sources of income not included above were 
chargeable at the following rates — 

If the annual income was assessed at not less 


than Rs.500, 

but at less than Rs.750, 

Rs.io 

750 

do. 

1,000, 

15 

1,000 

do. 

1,250, 

20 

1,250 

do. 

1,500, 

28 

1,500 

do. 

1,750, 

35 

1,750 

do. 

2,000, 

42 

On all incomes of Rs.2,000 

or more the tax payable was 5 pies 


in the rupee. 

Agricultural income and income derived from property 
solely employed for religious or public charitable purposes 
were exempted from taxation. The salary of any officer, 
warrant officer, non-commissioned officer or private of Her 
Majesty's forces holding a position solely reserved for ‘‘ mili- 
tary persons " not exceeding Rs.500 a month was exempted.^ 
The Governor-General in Council was also empowered to 
exempt from taxation the whole or any part of the income 
of any class or tribe, or of any persons residing in any speci- 
fied area. 2 In exercise of these powers the Governor-General 
in Council exempted all persons other than Government 
servants residing in the Chittagong Hill Tracts.® Similarly 
the Maharaja of Cooch-Behar having made a representation 
to the Government of India regarding the assessment of 
the tax on himself and his officers during their stay in Simla, 
they were exempted, as the revenues were derived from the 
Native State of Cooch-Behar.^ A few months after the 

^ Section 5, Act II of 1886. * Vide section 6, Act II of i886. 

* Vide I.T. Manned, 1907, p. 13. 

*G. of I. 4904 J, 15th December,^ 1888, to the Government of the 
Punjab — Income Tax Manual (1907). 
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passing of the Act of 1886 the Government of India exempted 
from taxation the profits derived by municipalities from 
commercial undertakings.^ 

The Act was passed without any time hmit, and an amend- 
ment moved in the Council to limit the duration of the 
measure to one year was negatived. The Finance Member 
refused to give any pledge regarding the duration of the 
tax, though repeatedly pressed by many members of the 
Legislative Council to do so. “ Prudence,'' he remarked, 
“ is to a Financial Member what modesty is to a woman, 
and if he once throws it aside he must expect to descend 
to that fallen class from whom nothing more may be hoped 
for." Apart from any question of prudence, the past his- 
tory of income tax administration in India, particularly 
during 1869-73, suggested that no step was more calculated 
to make the income tax unpopular with the Indian people 
than annual changes which they could not understand. In 
this connection the opinion of one official member of the 
Council may be quoted with advantage. He remarked : 
" I can imagine few conditions more economically and com- 
mercially prejudicial, if not more politically dangerous, 
than that all India should come to be thrown annually, 
from December to March, into a state of doubt and specu- 
lation as to what their fiscal burdens for the coming year 
would be." ^ 

It was not expected that a comprehensive measure which 
brought under taxation the various sources of income, with 
Tax of 1886 exception of agriculture, would be 

Compared with allowed to pass through the Legislative Council 
Previous Taxes. criticism. In fact, the framers 

of the measure were prepared for such attacks. They knew 
full well that the old and rusty weapons of attack, " the 
arquebuss of i860 and the muzzle-loader of a later day 
will be furbished up and brought out with the last weapon 
of the moment." The old objections against the income 
tax as being unsuited to an Oriental people, as being 
extortionate and oppressive, were again paraded round 


1 Notification 434 of the 27th April. 18^. 

2 Mr. Hope's speech — Indian Legislative Council, 


nth January, 


1886. 
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the Council table. But they did not produce much effect. 
For, with the lapse of time, they had lost much of their 
force and vitality. The only novel objection which the 
critics could muster was that the tax would prejudicially 
affect the European community already hard hit by the 
effects of a faUing exchange. This objection, however, 
was not seriously advanced and several non-official 
representatives of the European commercial community 
expressed their • readiness to bear their fair share of the 
burdens at a time when the State was confronted with a 
crisis. 

The Act thus passed, though called an income tax, was, 
like its predecessor, a combination of licence tax and income 
tax. Thus, so far as salaries, income from securities, and 
the profits of companies were concerned, the measure oper- 
ated as an income tax. On the other hand, with regard 
to other sources of income between Rs.500-1,999 taxable 
under Part IV, it was purely a licence tax. It was the duty 
of the Collector under section 16 (i) of the Act to prepare 
a hst each year of persons chargeable under Part IV, whose 
annual income did not exceed Rs.2,000 a year. Traders, 
moneylenders, professional men with incomes not exceeding 
Rs.2,000, were taxed by means of hcences, while men in 
receipt of Rs.2,000 or more, as well as all salaried servants, 
fundholders and shareholders of companies, were taxed 
exactly in proportion to their income. The characteristic 
feature of the new tax is thus described in the words of 
the Governor-General : 

The licence tax is a one-storied house, and on the top of it 
we are putting a second storey, but the order of architecture in 
both will be the same ; and as the foundations of the one have 
stood the test of time and of popular criticism, so I trust will 
the walls of the other possess the same solid characteristics.*' 

In trying to assess the smaller incomes by means of a 
licence tax, inquisitorial procedure was avoided to a large 
extent. The rates of taxation prescribed under the new 
Act were not materially different from those prevailing under 
the Licence Acts, while the taxable minimum was also main- 
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tained at the old level. The tax may therefore be rightly 
described as '' one built on the foundations laid nine years 
ago.^'i 

The main characteristic which distinguished the income 
tax of 1886 from the previous income taxes is the exemption 
of agricultural income from taxation. Under Act XXXII 
of i860, as well as under the various Income Tax Acts 
passed between 1869-73, incomes from agriculture were 
subjected to taxation in common with other sources, and, 
for the first time in the history of Indian finance, agriculture 
came to be exempted in 1886. Any rent or revenue derived 
from land used for agricultural purposes either assessed to 
land revenue or subject to a local rate, or any income derived 
from the pursuit of agriculture, was declared immune from 
taxation. 2 The explanation of this exemption is to be 
found in the continuation of the cesses on land which were 
levied in the early 'eighties on the agriculturists. As the 
main object of the Act of 1886 was to remove the anomaly 
resulting from the exemption of certain categories of income, 
there was no occasion for disturbing an arrangement under 
which the agriculturists continued to contribute their quota 
of taxes, though small in amount, in the shape of cesses on 
land of varying descriptions imposed in the different Pro- 
vinces of India. Whether the continuation of this exemp- 
tion is justified at the present day, in view of the changes 
in the character of the cesses that have since taken place, 
is a different problem and is reserved for subsequent dis- 
cussion. There is, however, one observation to be made 
in this connection. No provision of the Income Tax Act has 
been a more prolific source of litigation between the Crown 
on the one side and income tax assessees on the other than 
section 5 (i) (a), (b) of Act II of 1886 or the sections which 
have replaced it in the subsequent enactments. Questions 
have arisen from time to time whether the profits of sugar 
factories, of tea gardens, of timber companies, constitute 
agricultural income or not. Similar questions have arisen 

1 Vide Sir Auckland Colvin’s speech, Indian Legislative Council, 4th Jan- 
uary, 1886. 

^ Section 5 (i) (a), (b), Act II of 1886. 
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with regard to premia paid to a landholder ^ for the recogni- 
tion of a transfer of holding from one tenant to another, or 
with regard to the royalty on coal received by a landlord. 
These questions have given rise to endless controversies, 
and have been the occasion for the display of legal learning 
and acumen by distinguished lawyers on both sides. It 
has been decided, for instance, that income which is exempt 
at the source might be so employed as to produce taxable 
income. Rent or revenue under section 5 (i) (6) of the 
Act II of 1886 might be used for money-lending business, 
and income derived from such business is not exempt simply 
because the capital is derived from agriculture. ^ Jalkar, 
forest income and income from bastu lands rented to non- 
agriculturists have also been declared hable.^ But the 
salami paid to a Zemindar for the creation of Patni or 
Darpatni or other tenures has been declared immune from 
taxation, as such payments should be taken as the price 
paid to the proprietor for a portion of his rights, or as an 
advance payment of rent. The decisions on these and 
similar other questions have not always been consistent 
with one another. It is difficult for a layman to under- 
stand why the royalty on coal received by a landlord should 
be declared taxable, while the salami paid to him for grant- 
ing settlement of mineral-bearing lands should enjoy an 
immunity.^ 

The Act of 1886 applied to the whole of British India 
with the exception of Lower Burma, to which it was subse- 
Appiication to Quently extended with effect from the ist April, 
Lower Burma— 1888. Though nominally extended to the 
Capitation Tax. Province, it was applied at first only to 

twenty-seven towns. The operation of the Act was extended 
from time to time, till at last in 1905 it was made apphcable 
throughout Lower Burma. In this Province the situation 
was comphcated due to the existence from very early times 
of a capitation tax, which used to be levied under the native 
kings of Burma. When Lower Burma was annexed by the 

^ Nawabzadi Meher Bano Khanum and others vs. Commissioner of Income 
T ax, Bengal. 

^Income Tax Manual, 1907, p. 6. ^Income Tax Manual (1907). 

* Vide Report of the Central Board of Revenue on Income Tax, 1924-5, p. 8. 



THE INCOME TAX OF 1886 


121 


British, they found that under the old regime this tax was 
payable in kind by the wandering tribes such as the Karens 
and Salons. The British Government fixed the capitation 
tax in money and extended it to all the inhabitants. The 
imposition of this tax was regularized by the (Lower) Burma 
Land and Revenue Act, 1876 (II of 1876), which fixed the 
rate at Rs.5 a year for married men and at Rs.2j a year 
payable by bachelors. It was virtually a poll tax, as it 
was payable by aU males between the ages of 18 and 60. 
Persons incapacitated from earning their livelihood, Govern- 
ment servants, honorary magistrates, village headmen, 
recognized schoolmasters, priests, teachers of religion, the 
patamagyaw,^ the village crier and a few other persons have 
been exempted from the tax from time to time. There 
were certain districts in Lower Burma, e.g., Rangoon, Bas- 
sein, Prome, Akyab, Henzada, etc., in which a land rate 
was imposed in lieu of the capitation tax.^ When income 
tax came to be imposed in 1888, all income tax assessees 
were exempted from the capitation tax or the land rate in 
heu thereof. 3 

As regards Upper Burma, although not in force there 
formally, the tax was imposed on Government servants 
Application to ^nd pensioners from the very beginning. Even 
Upper Burma, when it was made applicable to the whole of 
—Thathameda. Upp^j. Burma in 1896, it was enforced only in 
the town of Mandalay. The explanation of this reluctance 
to enforce the income tax is to be found in the existence 
of an indigenous levy known as the Thathameda. Like 
the capitation tax in Lower Burma, it dates from the regime 
of the kings of Burma. ^ In the olden times practically 
the only tax levied was the Thathameda, for the land revenue 
was payable only on State lands and not on other lands. 
When under the British Government land revenue was 
extended to aU lands, Thathameda was converted into a 

1 Literally means " the celebrated first ” in the Patamabyan examina- 
tion. This was an examination in Pali and canonical lore dating from 
olden times and was continued by the British. 

® Sections 34-36, the (Lower) Burma Land and Revenue Act, 1876, 

® Section 48, Act IT of 1886. 

* Vide Resolution, Burma I.T. Administration Report, 1897-8. 
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tax on all incomes other than those derived from agricul- 
ture.^ Under the Burmese kings the rate of this tax was 
fixed at Rs.io per household in a village. Poorer villages 
paid less than Rs.io. The lump contribution for the village 
was first fixed by multiplying the village rate by the number 
of households in the village. The total amount thus arrived 
at was distributed amongst , the households by thamadis 
(assessors). The household rate therefore was different from 
the village rate. Thus while the village rate was Rs.io, 
the household rate might be more or less than this accord- 
ing to the circumstances of the householders. 

Under British rule the main features of the Thathameda 
have been kept intact. Its imposition is now regulated by 
the Upper Burma Land Revenue Regulation, 1889 (Act III 
of 1889). The Settlement Officers now fix the normal rate 
for the village. The proportion of non-agricultural to agri- 
cultural income is usually taken as representing the fraction 
of Rs.io which should be the Thathameda rate for the village. ^ 
After the normal rate for the village has been determined, 
the lump sum for the village is obtained by multiplying 
the rate with the number of revenue-paying householders, 
including the households residing in boats.® The thugyi, or 
the headman, then proceeds to distribute this lump sum 
with the aid of thamadis. 

As the Thathameda had never been in existence in Man- 
dalay income tax was imposed on the residents of this town. 
From 1909 the income tax came to be levied also on the 
European employees of industrial and commercial com- 
panies. This innovation was due to the difficulty of assess- 
ing the Thathameda on the Europeans in Upper Burma on 
account of constant changes in the residence of these officers. 
The income tax levied on these officers was collected at the 
head offices of companies.^ In 1924 the income tax was 
imposed for the first time throughout Upper Burma. A 

^ Vide evidence of Mr. Smyth, Commissioner, N.W. border Division, 
Burma, Report of the Indian Taxation Inquiry Committee, Vol. VI. 

* Report of the Land Revenue Committee, Burma, 1922, p. 128. 

® Vide Rule 13 (i) U.B. Land Revenue Regulation, 1889. 

^ Report on the Operation of the Income Tax in Burma, triennium 1908-9- 
1910-11. 
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rebate to the extent of the Thathameda is now given in the 
case of assessees who pay both the income tax and the 
Thathameda, It has been decided that by 1932-3 the capi- 
tation tax and the Thathameda should cease to be sources 
of Provincial revenue, the proceeds being utilized for local 
purposes only. In 1927 the Government of Burma resolved 
to credit the proceeds of these two taxes (including land 
rate in lieu of capitation tax) to a special fund ear-marked 
to meet the needs of local bodies, and to debit to this fund 
^ , all contributions from Provincial to local funds. 

Capitation Tax In 1926-7 these two taxes yielded a sum of 
Rs. 9,650, 000, while the contribution from the 
Provincial exchequer to the local bodies 
amounted to Rs. 5,950, 000 only. This contribution is to 
be increased from year to year till 1932-3, when it is expected 
that the whole of the receipts from the capitation tax and 
the Thathameda will be absorbed by the local bodies.^ 

In the Central Provinces the situation was analogous to 
that existing in Lower Burma, owing to the existence of the 
Pandhari tax. Persons paying income tax were exempted 
from the Pandhari, the last tax being confined to lower 
grades of income. ^ 

It was too much to expect of human nature that the 
income tax of 1886 should be favourably regarded by the 
people. But there was no widespread manifestation of 
discontent against it. Indeed, it was noticed that to those 
who had been assessed under the licence tax, the widening 
in the scope of the tax so as to include the salaried occupa- 
tions and the professional classes afforded some consolation. 
The Finance Member pointed out in 1888, on a review of 
the reports of the Provincial Governments for the year 
1886-7, fhat considerable success had been attained in the 
endeavours made to render the tax as palatable as possible.^ 
The Lieutenant-Governor of Bengal, in reviewing the work 
of income-tax administration during 1886-7, remarked : 
“ The unpopularity of a direct tax may be greatly enhanced 

1 Report of the Capitation and Thathameda Taxes Inquiry Committee, 
1926-7 ; also the Resolution of the Government of Burma, dated the 
2Qth June, 1927, on this Report. 

2 Section 48, Act II of 1886. ^Financial Statement, 1888-9. 
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by injudicious administration, but the Lieutenant-Governor 
is glad to be able to record his belief that in the present 
year the dislike to the tax has not been seriously aggravated 
by errors in its working/' It is, however, notworthy that 
the administration of the tax during these days was not 
always of a character calculated to rally public opinion in 
favour of the Government. During 1890--1, for instance, 
The Adminis- ^ distress warrant was issued on the firm of 
tration of the Messrs. Finlay Muir & Co. for a sum of i pie. 
Income Tax. called upon to remit this amount, 

being the balance of income tax due to the Government. 
A delay having occurred in pa5mient, a distress warrant 
followed. In a statement of accounts sent with the warrant 
the balance was stated to be 2 pies. A penalty of 2 pies 
and the charges amounting to 4 annas brought the total 
to the sum of 4 annas and 4 pies. For the recovery of this 
sum, the Collector distrained one wooden table and one 
chair. ^ The whole incident was trivial in the extreme, but 
it shows more eloquently than an array of figures regarding 
appeals and assessments could have done, the spirit in which 
the tax was at times administered during those early days. 

This was, however, an isolated instance, and too much 
should not be made of it. The opposition to the tax of 
1886 was not very intense and was confined to a small 
section of the people. Thus the European tea-planters and 
indigo-planters in Bengal and Behar at first objected to 
the tax, and against some of them extreme measures had 
to be taken to compel payment. The Deputy-Commissioner 
of Jalpaiguri (Bengal) noted, in the course of the official 
review of the income-tax work during 1893-4, that the 
planters with very few exceptions gave the authorities end- 
less trouble, and by their recusancy threw a considerable 
amount of work upon the department. ^ In the same year 
the Commissioner of Patna said that the tax was unpopular 
with the indigo-planters, who were hard hit by the falling 
exchange and the reimposition of customs duties on liquors 

^ Vide Report of the Bengal Chamber of Commerce, 1891-2, Vol. I, p. 58 
et seq. ^ 

^ Vide Income Tax Administration Report, Bengal, 1893-4. 
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and stores. A section of the Indian people also, at times, 
took recourse to amusing devices in some parts of the coun- 
try in order to obtain exemption from the tax. A device 
which was sometimes resorted to was the use in public, 
particularly before the District Officers, of old and tattered 
garments so as to be able to plead poverty. Mr. Finlay, 
the Collector of Agra in 1886-7, noted on one occasion a 
particularly bad coat full of rents, holes and ink-marks. 
This coat was used on the same day by more than a dozen 
objectors. Unfortunately, one of the assessees who was 
wearing it drew the attention of the Collector to its tattered 
condition and pleaded that he was too poor to pay income 
tax. On the Collector replying that he recognized the coat 
very well indeed, it was set aside for the rest of the day. 
A rich moneylender, who had been assessed to income tax, 
desirous of proclaiming his poverty, filed an apphcation for 
takavi advance the day before his income-tax objection 
was heard. ^ It is, however, significant that with regard 
to assessments under Part IV under which objections were 
chiefly raised, the percentage of objectors to the original 
assessees was not very numerous during 1886-7. Eleven 
per cent, of the original assessees were on objection absolved 
from taxation, while the amount of assessment was on the 
whole reduced by 19 per cent.^ These figures compare 
very favourably with those relating to the tax of i860. In 
course of time people became reconciled to the tax as a 
necessary evil, and the little opposition that the authorities 
had to contend with at the outset soon melted away. 

The gross collections of the tax during the first year of 
operation was Rs. 13,547,350. The percentages of collec- 
tions distributed under the four parts of the second schedule 
to the Act of 1886 were as follows : 

Percentage of the whole. 

Part I. Salaries 30'4 

,, II. Companies .... 5*4 

,, III. Interest 5*3 

,, IV. Other sources . . . .5^*9 

^ Income Tax Administration Report, N.W.P., 1886-7. 

* See Financial Statement, 1888-9. 
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The net collection, i.e., gross collection with a deduction 
for refunds and cost of collection, was Rs. 12,775, no. Of 
the gross collections the Province of Bengal contributed 
over Rs.3,338,000, while Bombay's share was a little over 
Rs.2,570,000.1 It will be observed that these two Provinces 
taken together accounted for nearly half the total receipts. 
The Yield of The net yield of the income tax during 1886-7 
the Tax. is compared with the collections from the 
Provincial licence taxes during 1885-6 in the table below : 



Licence Tax 
Collections in 
1885-6. 

Income Tax 
Collections in 
1886—7. 

Percentage 
of Total 
Collections. 

Increase of In- 
come Tax over 
Licence Tax. 

India .... 

Rs. 

1,060 

Rs. 

1,224,060 

9i 

Rs. 

1,223,000 

Central Provinces . 

226,560 

398,360 

3 

171,800 

Burma .... 

— 

160 

— 

160 

Assam .... 

50 

199,050 


199,000 

Bengal .... 

1,391,670 

3.336,270 

26 

1,944,600 

N.W.P. and Oudh . 

1,129,540 

2,136,390 

17 

1,006,850 

Punjab .... 

357 » 47 o 

1,056,520 

8 

699,050 

Madras .... 

418,510 

1,386,740 

II 

968,230 

Bombay . . . 

1,203,140 

3>o37.56o 

24 

1,834,420 

Total 

Rs. 4, 728, 000 

Rs. 12, 775, no 

100 

Rs.8,047,1 10 


An analysis of the distribution of incomes as they stood 
in 1886 revealed the fact that 90 per cent, of the assessees 
had incomes under Rs.2,000, contributing 50 lakhs of 
rupees only or 38 per cent, of the total collections. Persons 
in receipt of incomes between Rs.500-750 numbered 51 per 
cent, of the whole body of tax-payers, but they contributed 
only 14 per cent, of the revenue. Those earning between 
Rs.750-1,000 numbered 13 per cent., and contributed 6 per 
cent, of the total yield.^ 

The main features of the income tax of 1886 remained 
Changes made till after the outbreak of the great 

in 1902 and European War. The slight changes which were 
made in the intervening years were directed 

^ These figures exclude the tax on salaries of Government servants. 

* In these calculations the interest on securities was omitted from con- 
sideration, as the distribution of this income by classes was not shown — 
vide Financial Statement, 1888-9. 
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towards giving relief to the poorer class of tax-payers. In 
1902 the Government of India found themselves the for- 
tunate possessors of a considerable surplus, arising from a 
steady improvement in the receipts from all the major 
sources of revenue. This surplus was not an isolated or a 
casual one, but had been preceded by several good years, 
which denoted a period of continued prosperity. The sur- 
plus of revenue over expenditure from 1899-1900 to 1902-3 
is shown below : 

Year. Surplus. 

1899- 1900 . . . ^2,774,623 (actuals). 

1900- 1 .... £1,670,204 „ 

1901- 2 .... £4.950,243 

1902- 3 .... £2,738,500 (Revised estimate). 

The Government of India therefore decided to distribute 
this surplus in such a manner as to directly reach the 
pockets of those classes most in need of assistance.'’ Arrears 
of land revenue amounting to Rs. 19,823,000 (£1,321,500) 
were remitted. Special money grants were made for irriga- 
tion, education, sanitation, and minor pubhc works. The 
Government also decided upon the abolition of the Pandhari 
tax in the Central Provinces at a cost of Rs.70,000. The 
Pandhari, as we have already seen, was virtually a tax on 
incomes below Rs.500 a year. It was a source of consider- 
able irritation to the poorer people, and as early as 1872 a 
petition had been presented to the Governor-General point- 
ing out the hardships and iniquities of a tax which was 
collected by '' attachment of cooking utensils, by instru- 
mentality of subordinate native officers such as Tahshildars 
and police darogas/' ^ It was a matter for congratulation 
that the Government should have been able to grant relief 
to these humble tax-payers. 

Close upon this relief granted to the Central Provinces, 
the Government of India again came forward in 1903 to 
grant remissions to poorer income-tax assessees throughout 
British India. In that year the taxable minimum, which had 
been fixed at Rs.500 a year in 1886, was raised to Rs. 1,000. 

^ For the opinions expressed by the District Officers on the Pandhari 
tax, see Reports on Taxation in British India, 1872 (1873), pp. 370-426. 
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Here again this liberal policy was the outcome of surplus 
amounting to £948,700 anticipated during 1903-4. It was 
therefore proposed to utilize this surplus in the remission 
of taxation as far as practicable and, for the first time since 
1882, the Government felt themselves justified in affording 
substantial relief to the poorer class of tax-payers. The 
form which this relief took was the reduction of duty on 
salt throughout British India (except Burma), and the 
exemption of all incomes below Rs. 1,000 a year from the 
income tax. The total loss of revenue resulting from these 
two reductions was estimated at £1,393,000, the reduction 
of income tax being responsible for £240,000. In proposing 
to raise the exemption limit Sir Edward Law ^ observed : 

" We have reason to fear that it is in the lower categories of 
incomes that hardship is perhaps felt in the matter of inquisitorial 
proceedings on the part of assessors who possibly sometimes 
fix assessments at unjustifiably high rates, and we hope by raising 
the limit of taxation to greatly reduce and simplify the work of 
assessment.'' ^ 

The raising of the exemption limit from Rs.500 to Rs.i,ooo 
at one stroke diminished the number of assessees by more 
than half. The total number of assessees was 527,397 in 
1902-3. It was reduced to 237,523 in 1903-4 with dis- 
proportionately little loss of revenue, for the yield of the 
tax fell from Rs. 21, 000,000 to Rs. 18,200,000 during the 
same period. While the total number of assessees was 
reduced it was, however, noticed that there was a tendency 
towards a relative increase in the number of persons who 
now formed the lowest grade of income tax assessees, namely, 
those in the grade of Rs. 1,000-1,250. This may be illustrated 
from the following figures relating to Bengal and Burma.® 

^ Sir Edward Fitzgerald Law (1846-1908) had a chequered career. He 
joined the Indian army in July, 1868, but left after a service of four years. 
He then went into business. Forced to abandon it by the conduct of 
his partners, he joined an English firm of Russian merchants. He acted 
as Consul at St. Peterburg, and also as commercial and financial attach^ 
for Russia, Persia and the Asiatic Provinces of Turkey. In March, 1900, 
he was appointed Finance Member of the Viceroy’s Council. He resigned 
his membership in January, 1905. 

2 Financial Statement, 1903-4. 

* These figures relate to Part IV of^he second schedule to Act II of 
1886. 
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Bengal. 

Burma. 

Year. 

Number of 
Assessees 
in the Grade 
Rs. 

1,000-1,250. 

Amount of 
Tax Paid. 

1 Number of 
Assessees 
in the Grade 
Rs. 

1,000-1,250. 

Amount of 
Tax Paid. 

1902- 3 . . 

1903- 4 . . 

1904- 5 . . 

10,697 

14,627 

15.234 

Rs. 

213,528 

289,851 

304.673 

1,932 

3,155 

3,223 

Rs. 

38,667 

61,810 

63.743 


The same tendency was noticeable in other Provinces as 
well. It was apprehended that this might be the result of 
ill-directed zeal on the part of subordinate assessors, who 
perhaps thought it necessary to make up for the loss of 
revenue by assessing a larger number of persons than before, 
without due regard to their income. Accordingly, the 
Government of India called for an inquiry and report from 
the Provinces as to the real significance of this increase in 
number. 1 The inquiry elicited the fact that while in a few 
cases assessors were not judicious in making assessments 
and were guilty of excessive zeal, in the large majority of 
Government cases the increase was due to more careful 
Inquiry. inquiry on the part of the assessors. Owing 

to the raising of the exemption limit and the consequent 
diminution in the number of assessees, the officers had more 
time to scrutinize the individual cases. 

The exemption limit thus fixed in 1903 remained unaltered 
till 1919, when on account of high prices following the out- 
break of the European War it was raised to Rs.2,000 a year. 

The administration of the Income Tax Act of 1886 was 
on the whole a successful one. The authorities succeeded 
in avoiding the pitfalls of lenient assessment on the one 
side and the application of inquisitorial and unsympathetic 
methods on the other. At any rate, this may be conceded 

> Vide letter No. 76788, S.R., of 8th December, 1904— Report on the 
Administration of Income Tax in Bengal, trienmura ending 31st March, 

1905. 
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that the tax did not produce anything like the irritation 
and administrative paralysis which some of the previous 
direct taxes had caused. There are two possible tests which 
might be applied in order to determine the success or other- 
wise of income-tax administration. One test is to ask what 
percentage of assessees objected to the original assessments 
made upon them. The Act of 1886 provided for an appeal 
Tests of Collector in the first instance and ulti- 

Successful mately to the Commissioner of a Division. A 
Administration. percentage of objectors would prima facie 

show a stringent and excessive assessment. The other test 
which it is possible to apply is to compare the amount of 
the tax originally demanded with the final demand, after 
the appeals have been disposed of. A substantial reduction 
of the original demand by the appellate authority would 
indicate haphazard and rigorous initial assessment. 

Both these tests have their limitations and must be applied 
with caution. For while it is true that a low percentage 
of objectors does indicate mild assessment, the reverse is 
not always true. An objection might be filed in the spirit 
of gambling, in the speculative belief that the appellate 
officer might be of lenient disposition. It might also be 
filed as a measure of defence to guard against possible 
enhanced assessments in the future. A Collector was once 
told by an assessee that he had objected because his neigh- 
bours had done, and that if any one of them had succeeded 
he would always have regretted his omission in not filing 
one. Similarly, in comparing the amount of the original 
assessment with the final demand it is necessary to bear in 
mind the conditions under which assessments and appeals 
were made. The fact that the amount of original assess- 
ment remains unaltered, even after an appeal, does not 
necessarily mean that some approach to accuracy has been 
attained. For under the Act of 1886 returns of income 
were not called for, and assessments were based largely 
upon presumptive evidence. Under such circumstances it 
is to the interest of an assessee to keep quiet, if the estimate 
of the revenue authorities is less than his actual income. 
If, however, the authorities err" on the side of the excess 
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then the tax-payer comes forward with his application for 
appeals and reviews. 

In the tables given in the Appendix E will be found 
figures showing for the Provinces of Bengal, North-Western 
Provinces (U.P. and Agra and Oudh), Bombay and Madras, 
(a) the original number of assessees, (b) their final number, 
(c) the number of petitions and objections filed before the 
Collector and the Commissioner, (d) the original, and (e) the 
final demand for each of the years 1900-1, 1905-6, 1910-11, 
and 1915-16. 

These figures demonstrate that the number of objectors 
rarely exceeded 25 per cent, of the original number, while 
in the majority of cases the percentage was something like 
10. The reduction of the original demand as a result of 
appeal was considerably less. Taking these facts in con- 
junction with the absence of any widespread discontent 
such as was manifest against the early licence taxes, it is 
not unreasonable to conclude that on the whole the tax was 
administered as successfully as one would expect under the 
circumstances of the time. For it must be remembered 
that the land revenue officers who worked the tax were 
burdened with multifarious duties. Minute supervision of 
each and every single assessment was therefore out of the 
question. But the broad statement may be made that over 
the whole field substantial justice was done. 
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MODERN INCOME TAX, 1914-22 

With the outbreak of the European War the Indian income 
tax entered upon a new phase of development. The primi- 
Changes simplicity which characterized the tax of 

efiected during 1886 passed away. Elaborate changes for the 
1916-22. most part based on the model of the British 
income tax coming in quick succession, made the tax much 
more compMcated, its administration a matter of consider- 
able difficulty, and its place in the financial system of the 
country far more important than it had ever been in the 
past. In 1916 the principle of graduation received a definite 
recognition, though at first hesitatingly. Its application 
was extended in 1917, when the super-tax came to be 
imposed. In 1919 the excess profits duty was imposed 
temporarily. In the meantime the administrative machinery 
had been overhauled and the system of assessment radically 
altered. Subsequent developments during 1920-22 carried 
forward the reforming movement thus initiated under the 
spur of financial necessity. 

The budget estimates for 1914-15 had anticipated a sur- 
plus (Imperial) of ;^i-25 millions. The first effect of the 
European War manifested itself on the exchange even before 
Great Britain had joined as a belligerent. On the actual 
outbreak of hostilities the pubhc became panic-stricken. 
There was a run on the postal savings bank deposits and 
the demand for the encashment of notes increased consider- 
ably. The direct effects of the war on the import and 
export trade were no less embarrassing to the India Govern- 
ment. The stagnation of trade affected the receipts from 
customs, railways, post and telegraphs, with the result that 

132 
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the anticipated surplus of ;^i-25 millions really became a 
heavy deficit of IZ'J millions. ^ In 1915-16 the Finance 
Member budgeted for an Imperial revenue of £49*65 millions 
and an expenditure of £52*42 millions, leaving the Imperial 
treasury in deficit to the extent of £2*77 millions. In spite 
of this anticipated deficit no fresh taxation was decided 
upon. The reasons which weighed with the Government 
in adopting this policy were three in number. In the first 
place no one had any precise idea as to how long the war 
was likely to last. As Sir William Meyer pointed out : 

We do not propose on this occasion to raise any money by 
increased taxation. We should not hesitate to do so to meet 
a deficiency in revenue which promised to be of a more or less 
abiding character. . . . We hold that this necessity has not 
yet arisen, since the deficits of the current and coming years 
are . . . entirely the product of special and temporary circum- 
stances.'* 

In the second place it was felt that, in spite of the war, 
there was no cause for anxiety or alarm with regard to the 
revenue position, as the unproductive debt of India was 
very small. Lastly, on account of the depressed condition 
of trade and industries brought on by the war and the 
abnormal rise in the price of foodstuffs people were already 
hard hit, and it was not considered absolutely necessary to 
follow the lead of Great Britain in the matter of the imposi- 
tion of fresh taxes. 

With the close of the financial year 1915-16 the situation 
became graver. It is quite true that the deficit for the 
year 1915-16, which the budget had estimated at £2*77 
millions, was reduced in the Revised Estimate to £2*1 mil- 
lions. But this shght reduction in the anticipated deficit 
did not indicate any material improvement in the financial 
situation. For it was estimated that without fresh taxation 
the next financial year would again end in a deficit of over 
£2*5 millions. It then became evident that the time had 
come when a vigorous policy of taxation should be adopted, 
if India was to maintain her credit unimpaired. The taxes 
which were imposed took the shape of an increase in the 

^ Revised Estimates, 1914-15. 
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customs and excise duties, an addition to the duty on salt 
and graduation in the rates applicable to income tax. The 
general import duty was raised from 5 to 7J per cent., the 
list of free imports was materially curtailed and duties were 
levied on the export of tea and jute. It was estimated 
that the increase in the customs and excise would yield a 
sum of ;f2, 150,000, salt an additional sum of ;^6oo,ooo and 
income tax ^^900, 000, or in the aggregate a sum of £'^• 6 $ 
millions, leaving a surplus of a little over £1 million, a useful 
reserve against future contingencies. 

The graduation in the income tax which the Finance 
Member proposed to effect left untouched the bulk of tax- 
payers in receipt of smaller incomes. He proposed to stiffen 
the rates applicable to persons in receipt of incomes of 
Rs.5,000 a year or more. The total number of income tax 
assessees in 1914-15 was 332,000. Of these, 295,000 who 
were in receipt of incomes between Rs. 1,000-4,999, were 
not affected by the change. That reform along these lines 
had long become overdue in India could not for a moment 
be doubted. It is surprising to find a section of the Indian 
public expressing itself in favour of progressive income tax 
as early as i860. When income tax was first imposed, a 
petition largely signed by office assistants employed under 
the Government urged upon Mr. Wilson the desirability of 
imposing taxes at rates varying from i to 5 per cent, instead 
of at a uniform rate. Mr. Wilson, however, was opposed to 
the idea of utilizing income tax as an instrument for bring- 
ing about a better and a more equitable distribution of 
wealth. He observed : 

It is no part of the functions of fiscal arrangements to 
equalize the conditions of men. The lot of man is fixed by 
thousands of inscrutable causes, and if a Government were to 
attempt to produce an equality by distributing the incidence 
of taxation, it would undertake a risk the end of which must 
be confusion and disappointment to all concerned.*' ^ 

The income tax of 1869 also imposed a uniform rate of 

per cent., and when in the next few years the need for 
extra revenue became pressing, it was obtained not by 

1 Vide Wilson’s speech, Legislative Council, 14th April, i860. 
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graduated taxation, but by an all-round increase in the 
rate from ij to over 3 per cent. It is quite true that the 
Act of 1886 introduced a slight departure from the principle 
of proportional taxation hitherto followed, for under this 
Act two rates were laid down, the one applicable to incomes 
of Rs.2,ooo or more and the other to those below this limit. 
But this was certainly not graduation in the modern sense 
of the term. It is thus evident that one of the most serious 
defects of the Indian tax system as it stood before the war 
was that the scale turned too much in favour of the rich. 
No system of property taxes, or death duties, or graduated 
income tax which are universally regarded as fitting instru- 
ments for demanding an adequate contribution from the 
rich, redressed this inequality which characterized Indian 
finance. Fortunately, the circumstances arising out of the 
war enabled the Government in some measure to remove 
this long-standing injustice in 1916. Besides, when addi- 
tional burdens were being imposed upon the poor in the 
shape of increased duties on imports and on salt, it is incon- 
ceivable that the richer classes should have been allowed to 
escape. It is, however, noteworthy that though financial 
necessity led to the adoption of graduated taxation, its 
proper place in the tax system of the country was not 
adequately realized. The Government were strongly urged 
in the Legislature to treat this new feature of taxation as a 
temporary phenomenon, which should be removed at the 
first available opportunity with the restoration of normal 
times. 1 But nothing in the history of this period is more 
striking than the appearance of successive waves of reform. 
Once a break with the past was made it became difficult to 

^ Thus one member of the Council observed : '* It is necessary that it 
should be made clear that the scheme of enhanced taxation which the 
bill embodies is accepted by the country as a war measure ; such taxation 
cannot be tolerated on the restoration of normal conditions." Another 
member said : " When it comes to the point of taxing our constituents, 
the people of this country, in the shape of an income tax in order that 
a surplus may be provided, I submit that that is going too far." It is 
necessary to add that Pandit Madan Mohon Malavya characterized the 
Finance Member's proposal as " eminently fair and reasonable " Refer- 
ring to the fact that an income tax was the only direct tax which the richer 
classes contributed, he appealed to the Government to remit the taxes 
on poor rather than the graduated income tax, when the financial situation 
permitted of such reduction. 


K 
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revert to the status quo ante, and far from graduation being 
abolished the need for extra revenue has been met, to an 
increasing extent, by successive increase of rates applicable 
to higher incomes. 

The changes introduced in 1916 affected all persons in 
receipt of an income of Rs.5,000 or more. The scale of 
duties was as follows : 

Per cent, of 
Income taken 

Income. Rate, in Income Tax. 


Rs. 1,000 but less than 

Rs.2,000 

4 pies in 


„ 2,000 

do. 

„ 5.000 

the rupee 

5 

2-0 

2-6 

„ 5>ooo 

do. 

„ 10,000 

6 „ 

3-1 

„ 10,000 

do. 

„ 25,000 

9 

4-6 

„ 25,000 and 

over 


12 

6-2 


Under this scheme of graduation, out of 37,000 persons 
who were affected by the increase in rates, 24,000 persons 
whose incomes ranged between Rs. 5,000-9,999 had their 
taxes increased by only one pie in the rupee. Thus only 
13,000 persons out of a total number of 332,000 income-tax 
assessees paid taxes ranging from 9 pies upwards. 

On the occasion of the introduction of graduated taxes, a 
curious anomaly affecting companies was removed. The 
Act of 1886 as amended by the Act of 1903 had fixed the 
taxable minimum at Rs. 1,000 a year, but it appears that 
the profits of companies, even though they amounted to less 
than Rs. 1,000 used to be taxed in some Provinces and 
received exemption in others.^ It was now proposed to 
remedy this injustice and place income from companies on a 
footing of equahty with that derived from other sources. 
Profits of companies earning less than Rs. 1,000 a year were 
exempted altogether. Profits above this level were taxed 
at the maximum rate, leaving the shareholders to claim 
total exemption or abatement as the case might be with 
reference to their total personal income. 

With regard to the taxation of interest on securities a 
new procedure was now introduced. Under the law as it 
stood before 1916, holders of securities could obtain a partial 

1 Vide Financial Statement, 1916-17. 
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abatement of the tax or complete exemption from it, pro- 
vided the Collector certified beforehand that the assessee 
was not taxable at all, or was taxable at the rate of 4 pies 
instead of 5 pies in the rupee. This procedure of antici- 
patory application for abatement or relief was now abolished. 
Instead the tax was collected at the maximum rate of i 
anna in the rupee, leaving the holders of securities to claim 
their refunds subsequently. The reason put forward in 
favour of this change in procedure was that it would ensure 
a quicker payment of interest to the holders of securities. 
As the Finance Member remarked in this connection : 

“ The number of persons hitherto negligible — who are entitled 
to claim abatement in respect of income tax paid on interest 
on securities— will now be considerable, and the retention of the 
existing procedure for obtaining relief would, amongst other 
things, involve the risk of delay in the payment of interest.*' 

This argument is valid so far as it goes, but delay might 
have been obviated by other means rather than by the 
abolition of a system which the holders of securities appreci- 
ated. No system of refunds however efficient can avoid the 
inconvenience resulting from the locking up of large sums 
of money for a considerable length of time. So far as the 
small holders of securities were concerned they found the 
new procedure extremely irksome. 

The principle of rough assessment, which was a legacy 
from the days of the licence tax, was kept up with regard 
to miscellaneous incomes of less than Rs.2,000 a year tax- 
able under Part IV of the second Schedule to the Act of 
1886, and the graduated scale of 5 to 12 pies in the rupee 
was made applicable to all incomes above this limit. It 
may be questioned whether this system of approximate 
assessment should have been retained in 1916, but perhaps 
the time was not opportune for reform as the Government 
were preoccupied with the problems arising out of the war. 

The graduated rates thus adopted in India in igi6 fell 
far short of those which Great Britain had found neces- 
sary to adopt on account of the stress of the war. During 
1913-14 the English rates varied from gd. to 15. 2d, in the £, 
During the first year of the war the normal rate stood at 
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IS. M. in the £. In 1915 it was raised to 3s. in the £ and 
in the very next year to 5s. The Indian rates of 5, 6, 9 
and 12 pies in the rupee were approximately equivalent to 
6d.y ii\d,y and is. '^d, in the £ respectively. Thus 

while the highest English rate was 5s. in the £y the highest 
Indian rate was is. ^d. only. 

Apart from graduation and the minor administrative 
reforms described above, the entire structure of the Act of 
1886 was left unaltered. An amendment moved in the 
Legislative Council to raise the taxable minimum from 
Rs. 1,000 a year to 1,200 was negatived. It was pointed 
out in support of this amendment that its acceptance would 
have given relief to the people of the middle class number- 
ing nearly 100,000, at a sacrifice of revenue which was small 
in proportion to the number involved. The Finance Mem- 
ber, however, found it impossible to accept the amendment 
and to sacrifice the revenue involved. I do not think it 
would be right,” said Sir William Meyer, ” at a time when 
we are asking a number of people to bear enhanced taxation 
in one way or another, that we should start remitting a 
tax which has been so sanctified by custom.” ^ He gave 
an assurance that he would consider the question of grant- 
ing rehef to the poorer classes as soon as the financial circum- 
stances would permit it. This promise was redeemed in 
1919 when the taxable minimum was raised to Rs. 2,000 a 
year. Other amendments moved in the Legislative Council 
aimed at bringing under taxation the profits of the shipping 
companies registered abroad, and the income from sterUng 
loans raised in Great Britain on behalf of India. As tlie 
question of the taxation of shipping companies required 
detailed consideration, the matter was postponed. The 
proposal to tax the income from sterling loans raised in 
Great Britain was abandoned, as legal difficulty stood in 
the way. The Law officers of the Crown gave their opinion 
that such loans did not technically constitute securities of 
the Government of India, and as long as the income from 
such securities was not remitted to India, it was immune 
from Indian taxation. Though the proposal was turned 

^ Legislative Council, 7th March, 1916. 
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down on technical grounds, there is ample justification from 
the point of view of economic theory for the exemption of 
such income. A borrowing country, in so far as it is paying 
the normal or current rate of interest, injures itself by 
attempting to tax this income.^ 

The effect of the introduction of graduation was soon 
visible in the increased yield from the tax. The gross 
collections are indicated in the following table : 


Year. 

1886-7 

1913- 14 

1914- 15 

1915- 16 

1916- 17 


Collections. 

Rs. 

13,691,800 

29.254.000 

30.551.000 

31.352.000 

56.596.000 


Thus while the gross yield increased by a sum of approxi- 
mately Rs. 17,000,000 during 1886-7 to 1915-16, the effect 
of graduation was to increase the receipts at one stroke by 
something like Rs. 25,000,000. 

It will be noticed that the highest rate payable under 
the scheme of graduated taxes introduced in 1916 was 6J 
per cent, payable on incomes of Rs. 25,000 or more. On 
the introduction of super-tax in 1917 the maximum rate 
was raised to i8| per cent, payable on incomes above 
Rs. 250,000. 

A feeling had been growing for some time past that India's 
direct financial contribution to the war had been up to this 
Events leading time too meagre, having regard to the stupen- 
to the Impost- dous Sacrifice made by Great Britain and the 
Super tax In issues involvcd in the conflict. A resolution 
^917- was moved in the Legislative Council on the 

8th September, 1914, by a non-official Indian member to 
the effect that the people of India would wish to share in 
the heavy burden imposed on the United Kingdom, and 
thereby demonstrate the unity of India with the Empire. 
Similar sentiments were embodied in another resolution 
moved in February, 1915, affirming ‘‘ the unswerving resolu- 

^ See Chapter XI, where the bearing of this topic on the problem of 
inter-imperial double taxation is discussed. 
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tion of Indians to support the honour, dignity and prestige 
of the Empire regardless of the sacrifice it may involve on 
them/' A few months after the first-named resolution 
was passed, it was decided by the British Parliament that 
the pay and the ordinary charges of the expeditionary force 
sent out of India should continue to be borne by the revenues 
of India, just as if the forces were still employed in India. 
The special sanction of the Parliament was needed in view 
of the provisions of the Government of India Act, which 
prevented the application of Indian revenues for meeting 
the expenses of any military operations carried on beyond 
Indian frontiers, except for the purpose of repelling an actual 
invasion. So long as this provision remained on the statute 
book, it was not possible for India to bear any share of the 
cost of the military expedition sent out overseas. It was 
accordingly necessary to suspend the operation of this 
enactment temporarily during the period of the war. India’s 
contribution under this head up to the end of the financial 
year 1916-17 was about £ 11 ^ millions. It was not possible 
for India to undertake any additional liability during the 
year 1916-17 in view of the prevailing uncertainty in the 
north-western frontier and the existence of heavy temporary 
habilities. The general improvement in the financial situa- 
tion due mainly to favourable trade conditions as disclosed 
in the Revised Estimate for 1916-17 ^ enabled India to 
make a more generous offer of assistance than she had done 
in the past ; and early in 1917 the Viceroy despatched a 
telegram to the Secretary of State offering to make a special 
contribution of ^^loo millions to be raised by a loan. This 
contribution involved a recurring liability of £6 millions on 
the revenues of India in the shape of interest and sinking- 
fund charges. 

The budget estimate for 1917-18 showed a surplus of 
£ 2-7 millons on the basis of the existing taxes and liabilities, 
without taking into account the fresh liability arising out of 
the special contribution of ;^ioo millions. This estimated 
surplus disappeared and became a deficit of over £;^ millions 
when the recurring liability^ arising out of the loan was 

^ This showed an estimated surplus of ^57 millions. 
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taken into account. It was evident that fresh taxation 
was inevitable, as the deficit was not a temporary one which 
could be met by the adoption of palliatives. It was largely 
on this ground that the Government of India abandoned 
for the time being the idea of the imposition of an excess 
profits duty. Proposal for raising additional sums by means 
of a further increase in salt duty was out of the question, 
as poor persons had been hard hit by the increase in the 
price of salt. It was accordingly decided to raise the 
required revenue by increasing the export duty on jute, 
by a surcharge on the railway goods traffic, by subjecting 
imports of cotton textiles to a duty of 7I per cent., and 
lastly by the imposition of a graduated super-tax on all 
incomes exceeding Rs. 50,000 a year. The sanctioned* scale 
was as follows : 

For every rupee of the first Rs. 50,000 
of the excess, i.e., between 50,000 

and 100,000 . . . . .1 anna in the rupee. 

For every rupee of the next Rs.50,000 
of the excess, i.e., between 100,000 

and 150,000 . . . . • i J annas in the rupee. 

For every rupee of the next Rs.50,000 
of the excess, i.e., between 150,000 
and 200,000 ..... 2 do. 

For every rupee of the next Rs.50,000 
of the excess, i.e., between 200,000 

and 250,000 2i do. 

For every rupee of the remainder of the 
excess, i.e., everything over Rs.250,000 3 do. 

The super-tax was payable not only by individual ass’essees, 
but it was also extended to the undistributed profits of 
Super-tax on companies, firms and joint Hindu families.^ 
Undistributed The reason which weighed with the Govem- 
Profits. ment in extending the tax to the undistributed 

profits was that they wanted to bring under taxation the 
abnormal profits made as a result of the war conditions. 
For want of a more effective method a super-tax of this 
kind was decided upon. Whilst thus extending the super- 
tax to the undistributed profits, the Government had no 
^ Sections 2 {b) and 4, Act VIII of 1917. 
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desire to be harsh or unsympathetic. To make the tax as 
acceptable as possible, the Government allowed as deduc- 
tion a sum not exceeding lo per cent, of the whole profits 
before the taxable undistributed profit was arrived at.^ 
Thus the taxable undistributed profit for the purpose of 
the assessment of the super-tax, in the case of a company 
having an income of Rs.300,000 and distributing only 
Rs. 100,000 in dividends was Rs. 120,000. This was arrived 
at in the following manner : 

Rs. Rs. 

Undistributed Profits ... — 200,000 

(i) Deduct Rs.50,000 not assessable to 

super-tax ..... 50,000 — 

(ii) Deduct further Rs.30,000 (10 per cent. 

of Rs.300,000) .... 30,000 80,000 

Rs. 120,000 


In making this 10 per cent, extra allowance the Govern- 
ment were actuated by two important considerations. In 
the first place the exemption was allowed to encourage the 
investment of capital in industries by allocation to them 
of a part of the profits earned in such industries. In the 
second place the Government realized that the profits 
had been the product of exceptional circumstances arising 
out of war conditions. In many cases the profits had been 
earned by extra wear and tear and excessive strain on 
machinery. No doubt an allowance was already made for 
depreciation before the profits were ascertained, but it 
was felt that a special concession was needed in view of 
the abnormal circumstances. 


The imposition of a super-tax on the undistributed income 
of a joint Hindu family gave rise to an acute controversy. 
Super-tax on proposal was to tax such undistributed 

Joint Hindu incomes precisely in the same way as those 

FamUies. accruing to companies and partnerships (firms). 

This proposal met with considerable opposition in the 
Legislative Council. It was urged that the effect of a 
super-tax of this kind would be to encourage the disintegra- 
^ Section 4, Act VIII of 1917. 
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tion of joint Hindu families. As the scheme contemplated 
the exemption of such incomes of joint Hindu families as 
were finally allotted ^ to any member, it was argued 
that such families would be placed in an unfortunate 
predicament. To secure the benefit of such exemption 
there would be a tendency to allot to each member such 
amounts as were finally payable on division. The effect 
therefore would be separation as regards the amount allotted, 
which would follow a law of succession different from that 
applicable to the undistributed property, if any. 2 It was 
therefore urged that the Government should not be a 
party to any measure which ‘‘ might interfere with the 
usages of the people in an indirect manner and encourage 
division by making it their interest to do so/' ^ An amend- 
ment was therefore moved in the Legislature to remedy 
what was considered a real grievance. The amendment 
provided that the sum payable by a joint Hindu family 
should not exceed the aggregate of sums '' which would 
have been payable by the several members of the family 
in respect of their shares of the income, if they had been 
divided." This amendment was largely based on the 
assumption that a Hindu family would always lose by 
remaining joint, and would not be entitled to get individual 
exemptions of Rs.50,000 for each person constituting such 
family. This argument overlooked the fact that such a 
family was not invariably placed at a disadvantage under 
the scheme of taxation proposed, for all legitimate items of 
expenditure, including those incurred for religious and 
ceremonial purposes, were treated by law as permissible 
deductions, and the super-tax was imposed on the balance, 
if any. If household expenses are allowed to be deducted, 
it is not difficult to show that joint families do not always 
improve their position as tax-payers by partition amongst 
the coparceners; The ultimate result in each case depends 
upon the number of co-sharers and the proportion of income 
which is saved. Thus the super-tax payable by an un- 

^ Section 2 (t), Act VIII of iQi?- 

* Report of the Select Committee — Note by Pandit M. M. Malavya. 

* B. N. Sarnia’s speech — Legislative Council f 7th March, 1917- 
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divided Hindu family of five members having an income of 
Rs.300,000, and saving one-third of this income, is less 
than what would have been payable if the co-sharers 
effected a partition. On the other hand a family of five 
having an income of Rs.500,000, spending one-fifth of the 
income and saving the balance, would pay much more than 
if the coparceners had divided among themselves. Apart 
from the fact that it was not possible to predict that the 
tax always operated as a disruptive force tending to break 
up joint Hindu families, there was another consideration 
which weighed with the Government. As agricultural 
incomes were exempted from taxation, the only joint families 
which came under the operation of the super-tax were those 
deriving their income from trades and dealings. The 
exclusion of agricultural income left the bulk of the joint 
families untouched, and the position of joint famiUes 
engaged in commerce was not materially different from that 
of partnerships. The one was a partnership by will, the 
other a partnership by custom. The line of distinction 
between the two being very thin, the Government decided 
to place them on the same footing. The amendment was 
therefore negatived and the original proposal was carried. 

A similar fate awaited another amendment to confine 
the operation of the tax to the period of the war and for 
Duration of six months thereafter. It was argued in this 
the Super-tax. connection that the provisions of the Govern- 
ment of India Act prevented the application of Indian 
revenues to any purpose unconnected with the Government 
of India. Since the money raised by the super-tax was 
necessary for the payment of interest and sinking-fund 
charges in connection with the loan raised as a war gift 
to Great Britain, it was felt that India should ungrudgingly 
contribute her share and loyally co-operate in the vigorous 
prosecution of the war. As these considerations ceased 
to operate after the war, it was suggested in the amendment 
that the tax should be regarded as a temporary war measure. 
This argument ignored the patent fact that interest and 
sinking-fund charges were more or less of a permanent 
character, and this was one of the reasons which had led 
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the Government to discard for the time being the idea of 
an excess profits duty. The super-tax bill was therefore 
passed without limit of time. Emergent necessities of the 
State brought the tax into being and the exigencies of 
finance of the post-war period justified its retention and 
further extension. Taken as a means of bringing large 
incomes under contribution the policy of levying a super- 
tax is unexceptionable. But there is one criticism which 
may be offered on the particular form of taxation adopted 
in India. As the tax was extended to undistributed profits 
of companies and partnerships, it was to the interest of 
businesses to distribute more in dividends than was justified 
by their financial position. There was, therefore, an indirect 
penalty on those companies and firms which wanted to 
strengthen their reserve funds. The long-period effect of 
such a system of taxation was bound to be injurious to 
industrial development in a country like India, handicapped 
for want of industrial capital. Fortunately, this defect was 
remedied before many years were out. 

In 1919, when the excess profits duty came to be imposed, 
the Government gave an undertaking that the question of 
Company Super- SO readjusting the burden of taxation as to 
tax of 1920. meet this objection would be considered as 
soon as this duty ceased to be levied. In fulfilment of 
this undertaking the Government proposed in March, 1920, 
a new form of super-tax on companies to be imposed at 
the fiat rate of i anna in the rupee on all incomes in excess 
of Rs. 50,000 a year,^ in place of the super-tax on the 
undistributed profits at rates varying from i anna to 3 
annas in the rupee. While proposing this new form of 
super-tax on companies, the Government retained the 
existing super-tax on individuals, the members of a partner- 
ship now being seaparately taxed as individuals. 

The new company super-tax now became the target of 
attack on the supposed ground that it amounted to double 
taxation of the same income. It was argued that individuals 
receiving dividends which had paid company super-tax at 
the flat rate of i anna in the rupee, would be called upon 
1 Section 4 (6), Act XIX of 1920. 
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again to pay super-tax on their share of individual dividends. 
An amendment was accordingly brought forward in the 
Legislature to remove what many persons regarded as an 
anomaly in the Government proposal. The amendment 
ran as follows : 

' ' Where the income of the individual or a company assessed 
to super-tax includes a dividend paid by a company assessed 
during the year, the assessment shall be reduced by the amount 
of the tax, payable on the dividend at the rate of i anna in 
the rupee.” 

The Government were of course unable to accept this 
amendment ; for the new super-tax was really in the 
nature of a corporation tax. It was levied on the company 
as such on account of the special privileges enjoyed by 
it in the shape of corporate finance and limited hability. 
The Finance Member (W. M. Hailey) pointed out : What 
we are putting on now is a new form of taxation, well 
known in many countries of Europe — a corporation tax.” ^ 
From the point of view of economic theory also, it is not 
difficult to justify the imposition of a separate tax on 
individuals in addition to that imposed on companies. 
A tax on business is under many conditions likely to be 
amortized or capitalized, so that the individual shareholder 
reaUy buys the share free of tax. As Professor Seligman 
puts it, ” a tax on business is hke a tax on land, or ought 
to be — an impersonal tax. There is no reason why you 
should not have both.” ^ 

The controversial question regarding the position of 
joint Hindu families came up for discussion again on this 
occasion. The provision of the Super-Tax Act of 1917, 
which regarded all sums expended for the maintenance of 
the family as permissible deductions, was liable to abuse ; 
for it was possible to write off as expenses large sums for 
this purpose. That the payment of the super-tax was 
being widely evaded by expedients of this character may 
be gathered from the fact that the super-tax on Hindu 

^ Legislative Council, 22nd March, 1920. 

^ Vide Vol. II, Report of the Taxation Inquiry Committee, p. 9. — Written 
Memorandum by Sir Josiab Stamp. 
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undivided families yielded in one year a sum of Rs.21,000 
only in the whole of Bengal. The Government accordingly 
proposed to take away this privilege and place such families 
on the same footing as individuals. This proposal was, 
however, too drastic to receive the approval of the Legis- 
lative Council. An amendment was moved, which was 
carried, giving some relief to joint Hindu families. In 
the case of such families the exemption limit for super-tax 
was raised from Rs.50,000 to Rs.75,000 a year.^ It was 
felt that the difference of Rs. 25,000 would provide a safe 
margin and afford some compensation to these families for 
the loss of this privilege. 

The rates of super-tax fixed in 1917 were left untouched 
in 1920. But the legacy of war finance combined with 
several other causes rendered fresh taxation inevitable in 
1921 and 1922. The year 1918-19 had ended in a deficit 
of more than Rs. 55, 000, 000. In 1919-20 the deficit mainly 
due to the Afghan War amounted to Rs. 240,000,000 approxi- 
mately. The monsoon of 1920 was a poor one. The 
economic coUapse of Central Europe also deprived India 
of a considerable proportion of her customers. Under 
these circumstances, the accounts of 1 920-1, swollen by 
many adjustments of arrear expenditure on the Afghan War 
and the European War, showed a deficit of Rs. 260,000,000. 
These recurring deficits were met to a large extent by 
increasing the floating debt and by the issue of currency 
notes against ad hoc securities of the Government of India. 
But it was not possible to rely indefinitely on this course. 
Accordingly, in 1921, fresh taxation was decided upon and 
rehance was placed to a considerable extent on increase 
of customs duties and of income tax. In 1922, when a 
fresh deficit was anticipated, the same policy was pursued. 
On each of these occasions, the Government called upon 
the rich payers of income tax and super-tax 
;to make larger contributions than they had 
and Super-tax hitherto done. In 1921 the ordinary income 
during 1921-2. increased up to a maximum of 16 

pies in the rupee, this rate being raised in the very next 

1 Schedule to Act XIX of 1920. 
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year to 18 pies. The maximum super-tax rate was raised 
to 48 pies (4 annas) in the rupee in 1921, and finally to 72 
pies (6 annas) in 1922. The following tables illustrate the 
successive changes in rates of the ordinary income tax 
during 1886-1922 emd of super-tax during 1917-22 : 

TABLE I 


Changes of Income Tax during 1886-1922 


Income. 

1886. 

1903. 

1916. 

1919. 

1921. 

1922. 

Rs. 

Pics in the 

Pics in the 

Pies in the 

Pies in the 

Pies in the 

Pies in the 


Rupee. 

Rupee. 

Rupee. 

Rupee. 

Rupee, 

Rupee. 

500-999 . . 

4 

— 

— 

— 

— 

— 

1,000-1,999 

4 

4 

4 

— 

■ — 

— 

2,000-4,999 

5 

5 

5 

5 

5 

5 

5,000-9,999 . 

5 

5 

6 

6 

6 

6 

10,000-19,999 . 

5 

5 

9 

9 

9 

9 

20,000-24,999 . 

5 

5 

9 

9 

12 

1 2 

25,000-29,999 . 

5 

5 

12 

12 

12 

12 

30.000-39,999 . 
40,000 and up- 

5 

5 

12 

12 

1 

14 

15 

wards 

5 

5 

12 

12 

16 

18 


TABLE II 


Changes of Super-tax during 1917-22 


Income. 

1917. 

1921. 

1922. 

First Rs.50,000 over Rs. 50,000 

Next Rs.50,000, i.e., between — 

Pies in the 
Rupee. 

Pies in the 
Rupee. 

Pies in the 
Rupee. 

12 

12 

12 

100,000-150,000 

18 

18 

18 

150,000-200,000 

24 

24 

24 

200,000-250,000 

30 

30 

30 

250,000-300,000 

36 

36 

36 

300,000-350,000 

36 

42 

42 

350,000-400,000 

36 

48 

48 

400,000-450,000 

36 

48 

54 

450,000-500,000 

36 

48 

60 

500,000-550.000 

36 

48 

66 

Over 5J lak]^ 

36 

48 

72 


The effect of this graduation in the ordinary income tax 
and of the introduction of the super-tax has manifested 
itself in the relatively important position which income 
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tax has come to occupy in the Indian budgets of the post- 
war period. The following table illustrates the relative 
positions of some of the more important sources of revenue 
in India during 1883-4 to 1923-4 and of Great Britain 
during 1922-3. 


TABLE 


SHOWING THE PERCENTAGE TO ToTAL Tax REVENUE ^ 





India. 



Great 

Brit- 

ain. 


1883-4. 

1893-4. 

1903-4* 

I9I3-I4 

1923-4* 

1922-3. 

Land Revenue . 

53-15 

46-71 

42-76 

35-42 

20-75 

*•30 

Consumption Taxes 
Transaction Taxes, 
Fees and Death 

28-05 

29-78 

34-18 

35-91 

45-97 

28*04 

Duties 

9-47 

9-59 

9-39 

11-07 

9-28 

11*04 

Income Tax 

1-32 

3-39 

2-92 

3-52 

12-30 

38-11 

Local Taxation 

8-01 

10-53 

10-75 

14-08 

11-70 

i 

22-51 


100 

100 

100 

TOO 

100 

TOO 


The change which has taken place in the relative import- 
ance of the different sources of revenue is so great that the 
Indian Taxation Inquiry Committee have characterized 
it as a revolution. Land revenue has lost the preponderating 
position which it occupied in Indian finance throughout 
the nineteenth and the early part of the present century. 
The Relatively position thus lost by land revenue has 
Important been gained by customs and excise on the 
inconm^Tax hand and income tax on the other. It 

in Post-war is quite true that income tax in India cannot 
Budgets. compare with the British income tax 

from the point of view either of yield or of relative import- 
ance. But it must be remembered that the circumstances 
of the two countries are totadly different and no effective 

1 See Report of the Indian Taxation Inquiry Committee, pp. 352, 3 ^ 3 * 
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comparison can be made between them for a variety of 
causes. In the first place agricultural rents and agricul- 
tural profits are exempted from income tax in India. In 
the second place comparison between the two countries is 
liable to be vitiated by the fact that India is predominantly 
agricultural, while Great Britain is largely a manufacturing 
country. In the third place the difference in the relative 
position of income tax is in part due to the more successful, 
thorough and stringent administration of the tax in Great 
Britain than in India. This efficient administration of 
the tax is only natural in view of Great Britain's experience 
in this line extending over more than a century. India 
on the other hand has only recently taken in hand the task 
of grappling with the administrative difficulties inherent 
in an income tax. 



CHAPTER X 


THE INCOME TAX ACT, 1918, AND THE EXCESS PROFITS 
DUTY ACT, 1919 

The acceptance of the principle of graduation in the tax 
system of the country necessitated corresponding changes 
in the methods of assessment. The outstanding feature 
of the system of income tax administration brought into 
existence by the Act of 1886 was taxation at the source ; 
each particular item of income, whether derived from 
salaried employments, securities, profits of companies or 
from other sources, being taxed separately. With the 
introduction of graduated taxes, the system of water- 
tight assessments became unworkable, and it became 
necessary to bring together the various items with a view 
to determine a rate applicable to the aggregate income. 
Returns from individual assessees were therefore needed. 
Need for Order to obtain greater precision and 

Administrative certainty in assessment, as also to avoid 
Changes. numerous applications for refunds which would 
otherwise have been made. With the introduction of 
graduated rates in the ordinary income tax in 1916 und of 
super-tax in 1917 the system of refunds could not work. 
The number of persons entitled to refunds of the super-tax 
in respect of company dividends would have been so great 
that the administration would have been overwhelmed 
with such applications. 

Apart from the administrative difficulty inherent in a 
system based on refunds, the necessity for preventing 
fraud and evasion also pointed to the need for the radical 
reform of a system under which the payment of income 
tax had to a certain extent become voluntary, except in 

151 L 
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cases where the tax could be collected at the source. Many 
persons competent to speak with authority on the subject 
seriously questioned if the existing machinery of assessment 
and collection was such as to ensure a strict and rigorous 
enforcement of liability to pay the tax. The Calcutta 
Import Trade Association drew the attention of the Bengal 
Chamber of Commerce to a report in the Statesman of the 
7th July, 1916, of the proceedings before the Chief Presidency 
Magistrate, Calcutta. The report was as follows : Puran 
Mall, cross-examined by Mr. Langford James, said that he 
dealt in jute, silver, and seeds. His profits were between 
ten to fifteen thousand rupees. He did not pay income 
tax.*' ^ There is no doubt that widespread evasions of 
this character were due in a large measure to the existing 
defects in the law of income tax, under which the authorities 
had no power to compel assessees to furnish the Government 
with returns of their income prior to assessment. This 
state of affairs was partially remedied when Acts VII and 
VIII of 1917 were passed. Under the provisions of the 
former Act, the Collector was authorized to demand a 
return of income, should he think it necessary to do so, 
from persons who had in his opinion an income of Rs. 1,000 
or more a year.^ It is evident that even with the passing 
of this Act the Collector was not bound to call for returns 
in every case. The result was that considerable inequalities 
in taxation arose, for an income derived from several 
sources often paid at a lower rate than an equal amount 
of income derived from one source only.® Act VIII of 
1917 gave the Collector discretionary authority to call 
for returns from super-tax assessees. This was a move 
in the right direction, but the remedy did not go far enough ; 
for even in the case of super-tax there was no obligation 
to call for returns from every assessee.* Thus arose the 

1 Vide Proceedings of the Bengal Chamber of Commerce, 1916, Vol. I, 
P- 30 - 

•Section 2, Act VII of 1917. 

• Vide statement by Sir W. Meyer, Legislative Council, 6th February, 
1918. 

^ Section 5, Act VIII of 1917 provided as follows The Collector 

. . . may cause a notice to be servedLrUpon him . . . requiring him . . . 
to furnish ... a return in the prescribed form . . .** 
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need for a new law on the subject which would make it 
obligatory on the part of the Collector to call for returns 
of income from every probable assessee. Act VII of 1918 
provided this requisite authority to the Collector. Section 
17 (2) of Act VII of 1918 laid down as follows : 

'' In the case of any person other than a company whose taxable 
income is, in the Collector’s opinion not less than two thousand 
rupees the Collector shall serve a notice upn him requesting 
him to furnish ... a return in the prescribed form ...” 

The Collector was required to call for returns of income 
from all companies regardless of their income. It was 
only with regard to persons whose income was in the 
Collector’s opinion less than Rs.2,000 a year that dis- 
cretion rested with him as to whether such returns were 
necessary or not. So far as the assessment of these small 
incomes was concerned, it was felt that on administrative 
grounds the service of notice on a large body of persons 
would involve a great burden on the revenue staff, which 
would not be compensated for by material addition to the 
revenue. It was estimated, for instance, that in the United 
Provinces, out of 42,000 assessees, nearly 26,000 were in 
receipt of incomes below Rs.2,000. Besides, as these 
assessees were in humble circumstances, they were likely 
to find the preparation of returns irksome and difficult. 

The Act of 1918 did not set out to impose fresh taxes on 
the people, for its main object was to amend and improve 
the machinery of assessment. At the same time the 
Government could not shut their eyes to the very patent 
fact that certain categories of income had hitherto enjoyed 
a privileged position in law. It was accordingly decided 
to utilize the opportunity in devising suitable methods for 
taxing these incomes, which in the past had escaped paying 
their share of taxes to the Indian treasury. For several 
years past it had been the practice of many foreign (non- 
British) businesses to set up in India fictitious companies 
with a nominal capital, with a view to use such companies 
as a means of canying on trading operations. The parent 
company used to sell its stock-in-trade to these pseudo- 
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companies at exorbitantly high prices, so as to show very 
little or no margin of profit at aU. By this device the foreign 
firm enjoyed all the advantages of trade with India, and 
yet avoided pa5dng its due share of income tax. The Act 
of 1918 put an end to this state of affairs, for it laid down * 
that in such cases the non-resident foreign company should 
be chargeable in the name of the company resident in 
British India. 

The taxation of the profits of the shipping companies 
had been one of the problems which had perplexed Indian 
Taxation of administrators ever since 1886. The members 
Shipping of the Select Committee on the income tax 
Companies. jgg^ declared themselves unable 

to suggest a suitable formula for the determination of the 
profits which foreign shipping companies made in Indian 
waters. Such profits were therefore exempted from taxa- 
tion under the Income Tax Act of 1886. This exemption 
was terminated by the Act of 1918 under a rule which 
empowered the Governor-General in Council or the Local 
Government to “ prescribe the manner in which, and the 
procedure by which, the taxable income of persons not 
resident in British India or of persons deemed to be assessees 
in respect thereof, shall be arrived at.” * No doubt this 
provision left everything vague regarding the manner in 
which the profits were to be assessed. But the rules 
framed under the provisions of the Act laid down that the 
Indian profits of such companies should be assumed to 
bear the same proportion to their total profits as then- 
receipts in India bear to the total receipts. Although the 
exemption from taxation of foreign shipping companies 
was formally terminated, it was not the intention of the 
Government to take any action in the matter so long as 
the war lasted. A notification was accordingly issued on 
the 28th March, 1918, exempting from income tax the 
profits of all non-resident shipping companies. This 
exemption was withdrawm in April, 1919, except as regards 
shipping companies registered in the United Kingdom or 

^Section 33 (2) of^^Act VII of 1918. 

•Section 43 (2) {c) of Act VII of 1918. 
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in any other part of His Majesty’s dominions. The privi- 
leged position of these last-named companies disappeared 
finally with effect from the 22nd April, 1921. The delay in 
withdrawing this last privilege was due to the fact that 
correspondence had been going on in the meanwhile between 
the British Treasury and the Government of India regarding 
the framing of rules for the avoidance of inter-imperial 
double taxation.^ 

The Indian tea plantation companies had also been 
singularly fortunate in the matter of taxation. Under 
the licence tax of 1880 they were specifically exempted 
from taxation. An impression prevailed that this exemption 
would come to an end with the passing of the Income Tax 
Act of 1886, which brought under taxation aU sources of 
income with the only exception of that derived from agri- 
culture. It was widely believed that agricultural income 
did not include the profits from capitalistic manufacturing 
Taxation of undertakings such as tea plantations. Legal 
Tea Plantations.Qpinion, however, came to the rescue of the 
industry, and it was authoritatively held that the provisions 
of the Income Tax Act of 1886 exempted from taxation 
the income derived from the cultivation and manufacture 
of tea, indigo, tobacco, and similar agricultural industries. 
The Government of India accepted this position, and the 
tea plantation companies continued to enjoy their immunity. 
The Act of 1918 also contemplated the taxation of the 
profits of these concerns, for it defined agricultural income 
as any income derived from the performance by a culti- 
vator or receiver of rent in kind of any process ordinarily 
employed ... to render the produce raised or received 
by him fit to be taken to market.” ^ But no rules were 
at first framed by the Government of India to carry out 
the provisions of this Act. In 1920 in the test case of 
Killing Valley Tea Company, the Calcutta High Court 
held that a portion of the profits of tea companies should 
be regarded as due to manufacturing, and as such liable 


1 statement by Sir W. M. Hailey in the Indian Legislative Assembly, 
15th September, 1921. 

•Section 2 (i) (6) (ii). Act VII of 1918. 
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to income tax. The judgment of the Court was in the 
following terms : 

‘ ' The earlier part of the operation when the tea bush is planted 
and the 5^ung green leaf is selected and plucked may well be 
deemed to be agricultural. But the latter part of the process 
(i.e., the processes in an up-to-date large-scale tea factory) is 
really manufacture of tea, and cannot, without violence of 
language, be described as agriculture.*' 

Accordingly the Government of India framed rules laying 
down that 25 per cent, of the profits of tea plantations 
should be regarded as due to manufacturing process and 
hence liable to taxation. In accordance with the provisions 
of an Act passed in 1927 the proportion of taxable profit 
was raised to forty. ^ 

The Income Tax Act of 1918 also effected important 
administrative improvements in the matter of granting 

Chan es with allowance to business concerns, 

rega^^to^ As the law stood before 1918, there was no 
AUowance^^ uniformity of practice among the various 
Provincial Governments with regard to rules 
laying down the permissible allowance for wear and tear 
and the depreciation of machinery, buildings, or plant. 
The result was that competing concerns carrying on identical 
business in different Provinces often found themselves 
treated differently. Not only did the rules relating to 
depreciation vary in different Provinces, but even within a 
Province there was a lack of continuity of policy in regard 
to them. To quote only one instance : a representative 
of the jute mills had an interview in 1889 with the then 
Collector of Income Tax, Calcutta, and the parties came 
to an agreement that a deduction of 5 per cent, per annum 
was to be allowed for depreciation of capital. This rule 
was consistently followed till 1892, when an order was 
passed by the Bengal Board of Revenue practically denying 
the validity of such an arrangement. It was then decided 
by the Board that the mills would have to show depreciation 
in their accounts before they could obtain such ^owance. 

^ ViiU section 2, Act XXVIII of J927, and Rule 24 of the Indian 
Income Tax Rules (1928). 
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Of course, there was nothing unjust or inequitable in the 
order itself ; but the fact cannot be overlooked that the 
mills had for a number of years been habituated to a different 
arrangement, and naturally resented this new ruling as an 
encroachment on their rights. ^ To put an end to this 
diversity of practice, the Act of 1918 laid down that the 
profits of companies should be computed after making an 
allowance for depreciation of plant. This allowance should 
be fixed by the Local Government subject to the approval 
of the Governor-General in Council at a sum not exceeding 
a fixed percentage on the original cost. ^ If in any particular 
year the earnings were not sufficient to claim the full 
allowance admissible under the rules, a company was 
permitted to carry forward the balance to be claimed in 
subsequent years. ^ 

Another very important change which the Act of 1918 
inaugurated was with regard to the system of assessment. 
The System Before the passing of the Income Tax Act of 
of Adjustment 1918, assessment in respect of current year's 
and Assessment.jj^^^j^^ made primarily on the income of 

the previous year. If, however, the actual accounts of 
any year disclosed an income less than that of the previous 
year, the assessee was entitled to refund of the excess paid 
to the Government. This provision was unsatisfactory, 
for it was one-sided in its operation. There was no pro- 
vision in the law which enabled the income-tax authorities 
to realize the balance of the income tax due from an assessee, 
if his actual income in any particular year was greater than 
that in the previous year. The result was that assessees 
put in claims for refunds when it was to their interest to 
do so, but kept silent when their actual income was greater 
than that on which they had been assessed. This anoma- 
lous position was put an end to by the system of adjust- 
ment with actual income. If the income in any year was 
greater than that on which the tax had been imposed, the 

1 Vide letter from the Bengal Chamber of Commerce to the Board of 
Revenue dated 26th Fabniary, 1894 — Report of the Bengal Chamber of 
Commerce^ 1894-5, Vol. I. 

• Section 9 (2) (vi) of Act VII of 1918. 

® Section 9 (2) (vi) proviso (6). 
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Government were entitled to the excess tax. If, on the 
other hand, the accounts showed the reverse, the assessee 
was entitled to a refund.^ 

This system of provisional assessment and subsequent 
adjustment, which the Act of 1918 introduced, gave rise 
to considerable administrative difficulties. It threw a 
heavy burden on the assessing officers and caused a good 
deal of trouble to the assessee. Every year two assessments 
had to be made ; one a provisional one in respect of the 
current year's income, and the other a final one in respect 
of the previous year's ascertained income. In some Provinces 
it became the practice to issue two distinct notices in 
respect of these two different assessments. This procedure 
added to the routine work of the office staff. The com- 
mercial community also found the system inconvenient. 
There are many businesses in which profits fluctuate very 
widely, a year of exceptionally high profits may be followed 
by a particularly lean year. In such concerns the assessees 
had to pay twice the income tax on the profits of the pre- 
ceding year and then wait for another year to apply for 
refund. 2 As the adjustment system was found to be unwork- 
able in practice and also unpopular, it was abolished in 1922. 

These various changes effected by the Act of 1918, 
aiming at the removal of inequalities and anomalies in the 
assessment of income tax, received the unanimous assent 
of the members of the Legislature, who evinced a desire to 
strengthen the hands of the Government in their efforts 
at adjusting the financial machinery. Unfortunately, this 
harmony between the Legislature and the Executive came 
to an end when the discussion turned on section 4 of the 
draft biU. The section ran as follows : 

Agricultural income shall not be chargeable to income tax. 
But the net amount of such income in excess of Rs.i,ooo which 
has been received by an assessee in the previous year shall be 
taken into account in determining the rate at which the tax 
shall be levied on any income otherwise chargeable to income 
tax under this Act." 

^Section 19 of Act VII of 1918. 

* Vide letter from the G. of I., No. ^014 F. of ist December, 1920, to 
all Local Governments and to the Bengal Chamber of Commerce. 
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It will be noticed that this provision in no way affected 
the exemption of agricultural income from income tax 
Agricultural established by the Act of 1886. The only 
Income— its object of this Section was to lay down that, 
Non-agricui- m determining the rate applicable to non- 
turai Income, agricultural income, agricultural income in 
excess of Rs.i,ooo a year should be taken into account. 
This proposal was eminently fair and equitable, for it pur- 
ported to lay down that a rich agriculturist deriving an 
income from professions, trade and industry should not get 
the benefit of a low rate meant only for the poorer sections 
of the community. As the Report of the Select Committee 
on the draft bill pointed out : " We are clearly of opinion 
that such an arrangement is a necessity if graduated income 
tax is to be collected on an equitable basis. It seems to 
us to be quite unjustifiable that a person whose net agri- 
cultural income is Rs.io lakhs and whose income from 
business is Rs.i,ooo should pay on the Rs.i,ooo at the rate 
of 4 pies, while a trader whose sole income is Rs.25,000 
from trade will pay on that income at the i-anna rate.’' 
The landlords and their supporters in the Legislature con- 
strued this proposal as a move on the part of the Govern- 
ment to do away with the permanent land revenue settlement 
of 1793, as an attempt to introduce by back door the taxation 
of agricultural income. It was described as a thin edge 
of the wedge,” as a feeler in order to ascertain whether the 
zemindars were prepared for a new provision in the shape of 
a tax upon agricultural income. The late Sir Surendra Nath 
Banner] ee took up on this occasion an attitude which sur- 
prised even many of his most ardent admirers. In point- 
ing out that the proposal had given rise to genuine concern, 
anxiety and alarm among the zemindars, whom he described 
as the bulwark of the British Indian Empire, ” patriotic, 
loyal and devoted men who will stand by the Empire 
at any sacrifice, any hazard, any cost,” he appealed to the 
Government as practical administrators not to be carried 
away by considerations of justice alone. He remarked : 

” You may be fired with enthusiasm for justice and truth, and 
sublime things of that kind. But you are men of the world, 
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you are statesmen, you are administrators. Expediency is the 
great law which we follow, and the claims of justice have 
sometimes to be postponed in deference to the demands of 
expediency/* ^ 

Other speakers in condemning the proposal apprehended 
that it would discourage commercial and industrial enter- 
prise on the part of the landlords, and urged that the 
time was inopportune for imposing a fresh tax on agricultural 
income and thus prevent an influential section of the people 
from taking part in the industrial development of the 
country. The proposal was also criticized on the ground 
that it would sanction the levy of an oppressive indirect 
tax on agriculture, and that it would seriously affect the 
petty proprietors and tenants. 

The opposition which this provision encountered was so 
great that the Government, though convinced of the 
expediency and justice of their proposal, decided to leave 
the question to the free votes of the Legislature. The 
result was that this provision of the bill was negatived by 
30 votes against 25. It was in vain that the Finance 
Member and the Law Member pointed out that the Govern- 
ment had no intention of putting a burdensome tax on 
agriculture generally or on the small proprietors particularly. 
The safeguard which was proposed that in estimating total 
incomes, agricultural incomes of less than Rs. 1,000 a year 
would be omitted, would have left untouched the mass 
of ordinary ryots and tenants. Only the rich agriculturists 
deriving an income from trade, industry, business and 
profession would have been brought under taxation at a 
higher rate in respect of their income from these sources. 
Referring to the rich agriculturist the Law Member said : 

" We are going to leave in his right pocket the overflow of rupees 
and gold mohurs which are derived from land. We do not want 
them ; but we are going to take a little more out of his other 
pocket. This is not indirect taxation of the right-hand pocket.** 

The charge levelled against the Government of India of 
attempting to violate the pledge of the permanent settle- 

^Legislative Council, 14th March, 1918. 
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ment does not bear a moment's scrutiny ; for it must be 
remembered that agricultural incomes had been twice taxed 
in India in i860 and 1869 in spite of that pledge. There 
was, therefore, not a shadow of justification in the statements 
which were repeated ad nauseam that the Government were 
guilty of breach of faith in bringing forward this proposal. 
Besides, the idea was not so novel as many of the critics 
supposed. For the Bengal Board of Revenue had laid 
down shortly after the passing of the Act of 1886, that 
agricultural income should be taken into account in deter- 
mining the question whether a person was liable to income 
tax at all or the rate at which he should be assessed. If 
a person had an income from agriculture amounting to 
Rs.6oo and was in receipt of a salary of Rs.400 a year, 
thus bringing his total income to Rs. 1,000, he was liable 
to be taxed on his salary, although the salary taken by 
itself was below the exemption limit as fixed in 1886. It 
is quite true that the law had exempted persons whose 
“ income from all sources ” was less than Rs.500 a year. 
But the Board of Revenue in Bengal had interpreted the 
expression " all sources " to mean all sources whether taxable 
or not.^ 

The proposal embodied in section 4 of the bill merely 
sought to extend the practice prevalent in Bengal to other 
Provinces. But the vested interests of the landlords stood 
in the way of reform. The argument that the carrying 
out of this reform would discourage industrial enterprise 
on the part of the zemindars was not perhaps seriously 
put forward, but it shows to what straits the critics were 
reduced in making out their case. The promotion of 
trade and industry has never been a characteristic occupa- 
tion of the Indian zemindars. There are of course exceptions 
to this, but these exceptions have never been numerous, 
nor have the investments of zemindars in industries been 
of such a magnitude as to entitle them to be called captains 
of industry.* 

The lack of unanimity between the Executive and the 

• Vide speech by Mr. F. J. Monahan. Legislative Council, 14th March, 1918. 

* Vide Legislative Council, 14th March, 1918. 
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Legislature was not confined to this aspect of income-tax 
Use of Non administration alone. The attempt made on 
official Agency this occasion to remove what must be regarded 

l“come-Tax one of the striking defects in the Indian 
ork ^ 

income-tax law, arising from the absence of 
any popular element in the work of assessment, disclosed a 
radical difference in the outlook of the two parties. The 
result was that the existing state of affairs was maintained. 
In Great Britain it is the practice to enlist the honorary 
services of non-officials with a view to obtain adequate 
and equitable assessment, and at the same time to ensure 
the smooth working of the tax. With the exception of 
the Income Tax Act of i860, which provided for the appoint- 
ment of Special Commissioners in the Presidency towns 
and of Panchayets in other areas, Indian income-tax law 
has never contemplated the appointment of machinery 
of this kind, although informally local non-officials have 
been consulted in some Provinces. On the occasion of 
the passing of the Income Tax Act of 1918, an amendment 
was moved to the draft bill providing for the appointment 
of local committees with powers to override the decision 
of the Collector in the matter of income-tax assessment. 
The amendment was as follows : 

'' The local Government shall from time to time appoint in 
each district two or more persons who are not Government 
servants, who shall be styled assessors for the purpose of assist- 
ing the Collector in any inquiry under section 18. It shall be 
optional to any person who has been served with a notice under 
this section to require that his case shall be adjudged by the 
Collector and assessors. ... In the case of a difference of 
opinion, the opinion of the majority shall prevail." ^ 

The proposal embodied in this amendment went farther 
than that suggested in a non-official resolution moved in 
the Indian Legislative Council in 1914. The resolution 
of 1914 urged the creation of boards composed of non- 
official gentlemen nominated by revenue heads of districts. 
This board was to act merely in an advisory capacity, with 
no power to override the decision of the Collector. The 

^ Vide amendment moved ty Mr. B. N. Sarma. 
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Provincial Governments when consulted on the subject 
condemned the proposal, and the Government of India 
issued a comprehensive resolution pointing out that it was 
customary on the part of the Provincial Governments to 
employ non-official agency in an informal way in connection 
with income tax assessment, and that no further action 
was called for. ^ The chief objections urged by the Provincial 
Governments against the creation of advisory boards were 
the following : 

(i) Business men would have strong objection to disclosing 

their accounts and information regarding their financial 
credit to outsiders. 

(ii) Difficulty would be experienced in obtaining men of 

requisite standing to serve as assessors in local areas. 

(iii) Individuals are often found by experience to be imwilling 

to give advice in a public and formal way. 

(iv) Advisory boards would experience a difficulty in discharg- 

ing their duties, because of conflicting influences brought 
to bear on them. The pressme brought by the assessors 
and the pressure from the Government would make 
their position difficult. 

(v) The system would weaken the sense of responsibility of 

the income-tax collectors. 

That these difficulties were exaggerated will be realized 
from the fact that they were not peculiar to advisory 
boards, for some of the objections could with equal force 
be urged against other popular institutions, e.g., the 
institution of trial by jury, the creation of union boards, 
village panchayetSy etc. Yet these difficulties have not 
prevented the Government from giving these institutions 
a trial. 

The system of associating in an informal manner local 
official committees was given a fairly prolonged trial in 
the United Provinces during 1896-1908, and was a success 
both from the financial as well as the administrative stand- 
points. By the year 1898 local committees were tried in 
as many as 38 out of 48 districts in the Province and were 
found useful in 29. The success of the system led the 
Board of Revenue to make the following observations : 

1 Vide Resolution No. 1287 F Simla, dated tl^ iith August, 1915. 
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“ It is no longer open to question that worked with discretion 
and tact, the system affords a most valuable aid in assessment, 
especially in the direction of fair distribution and it helps to 
mitigate what is one of the greatest of the popular objections 
to the tax.*' ^ 

The Lieutenant-Governor of the Province, on a consider- 
ation of all the opinions elicited from the district officers, 
came to the conclusion that the system should be extended 
generally throughout the districts in the Provinces. ^ In 
1905, after these local bodies had been in operation for 
nearly ten years, the Board of Revenue again commented 
favourably on them. It observed : “ Non-official assessors 
were consulted in most districts and the assistance rendered 
by them was found to be generally useful, particularly in 
cities and large trading centres.** * In the light of this 
experience, it was not unreasonable to ask for the adoption 
of the next important step in advance by providing for 
the formal appointment of assessors with powers co- 
ordinate with those of the Collector. The setting up of a 
machinery of this kind would certainly have been an 
improvement upon the old informal agency, for it is a 
matter of common experience that a man who is charged 
with responsibility and is accorded a position of trust is 
more likely to take his duties seriously than when he is 
consulted casually by the Collector. At any rate the 
Government should have been prepared to give the pro- 
posal a trial in the Presidency towns and other industrial 
areas. It is true that many Indian business men are 
opposed to this method, owing to the risk of the disclosure 
of their accounts and of their financial credit to outsiders. 
But it is weU to bear in mind that if the opinion of the 
business men were always allowed to prevail, many of the 
reforms connected with income tax administration which 
have been carried out would hardly have been possible. 
To take only one instance, the provision of the Act of 
1918 relating to the compulsory submission of returns 

^Report on the Administration of Income Tax for the North-Western 
Provinces, 1898-9. 

* Vide Resolution 290/XIII — 601 A of 1899. 

* Vide triennial Report on the Administj^ation of the Income Tax, U.P. 
year ending March, 1905. 
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met with vigorous opposition from some business men.^ 
That opposition has sensibly diminished to-day, and business 
men have reconciled themselves to the inevitable. Besides, 
this objection could have been met by making the appoint- 
ment of non-official agency optional at the instance of the 
assessee. These considerations, however, did not appeal 
to the Government. They were not prepared to reconsider 
the attitude which they took up in 1915. Sir William 
Meyer on behalf of the Government observed : ''I stood 
by the policy enunciated in 1915, and I entirely stand by 
it now. We want as far as possible to get non-official 
association with the Collectors' assessments, but it must 
be of an informal and elastic character." The amendment 
which suggested the appointment of assessors with powers 
co-ordinate with those of the Collector was therefore with- 
drawn. 

The Act of 1918 was the outcome of the first systematic 
attempt made in the history of income-tax legislation in 
India to overhaul the methods, the basis and the machinery 
of assessment. The Government of India followed up this 
with measures for strengthening the administrative staff. 
These will be described in a subsequent chapter. ^ It 
was expected that a progressive improvement would be 
effected in the direction of enforcing liability to the tax. 
This expectation was fulfilled, for the appointment of a 
whole-time staff was followed in every case by a steady 
increase of revenue. In many respects, as we have already 
seen, this Act effected distinct improvements on the old 
and antiquated system and, while it was largely the out- 
come of the introduction of graduated rates, the improved 
machinery brought into existence as a result of this Act 
made possible the imposition of another new tax in India 
— the excess profits duty. 

To trace the genesis of the Indian excess profits duty 
imposed in 1919,® it is necessary to carry our mind to 

^ Vide statement by H. F. Howard, Legislative Council, loth September, 

1919. 

* Chapter XVI. 

® Act X of 1919— An Act to impose a Duty on Excess Profits arising out 

certain Businesses, 
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April, igi8, and recall the circumstances connected with 
the meeting of the war conference held in Delhi. The 
Events leading conference opened with a message from His 
to the Majesty the King-Emperor, in the course of 

tS^xcSs which His Majesty was pleased to observe : 

Profits Duty. ,, j Confidently to the deliberations of the 
conference to promote a spirit of unity, a concentration of purpose 
and activity and a cheerful acceptance of sacrifices without which 
no high object, no lasting victory can be achieved.*' 

The deliberations of the war conference were mainly con- 
cerned with the question of increasing the assistance which 
India could render to the Empire, either by the provision 
of increased man power or by the development of material 
resources in matters connected with the war. The question 
of additional financial assistance was mentioned, but it was 
decided to postpone consideration of the matter till the 
Legislative Council had met and expressed its wishes in 
the matter. As the Viceroy said on this occasion : 

" How India can best render financial assistance is a matter 
which must engage our earnest attention. Later on when the 
position is clearer than at present we propose to consider in 
conjunction with the Legislative Council, for this is a matter 
essentially in its sphere, how far it will be feasible for India to 
increase the direct financial contribution she has already made 
to His Majesty's Government." 

In accordance with this arrangement the following resolution 
was moved in the Legislative Council in September, 1918 : 

" That this Council recognizes that the prolongation of 
the war justifies India's taking a larger share than she 
does at present in respect of the cost of military forces 
raised or to be raised in this country." No fresh direct 
contribution of the kind made in 1917 was thought appro- 
priate on this occasion, but instead it was decided that 
India should agree to bear the normal cost of 200,000 
additional troops. The cost of these men would under 
ordinary circumstances have fallen upon His Majesty's 
Government in Great Britain, and if India took up the 
current charges the British Government would be relieved 
to that extent. On the assuiftption that the war would 
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continue till March, 1920, it was estimated that this gift 
would cost India a sum of millions in the aggregate. 
The charges of the troops were estimated to amount to 
£i2'y millions in 1918-19, ^^14*7 millions in 1919-20, and 
£y-7 miUions in 1920-1. In addition to these sums there 
were the pension charges of the troops. The war happily 
ended long before the time estimated by Sir William Meyer, 
and the cost which India had to bear was proportionately 
reduced. It was estimated that India's contribution under 
this head was not hkely to exceed ;^30 millions in the aggre- 
gate. Sir William Meyer had expected that he would be 
in a position to meet the first year's contribution of £12-7 
millions out of current revenues. Unfortunately, owing 
to famine and other difficulties this was not found practicable 
and recourse was had to loans. For the year 1919-20 the 
Government found themselves with a liability of £8^ millions 
and fresh taxation was necessary. The Government decided 
upon the imposition of an excess profits duty. 

During the course of the war, excessive war demand for 
a variety of goods, combined with a shortage of supplies. 
The Theoretical had enabled many business men to reap 
Justification, excessive profits. Temporarily many pro- 
ducers found themselves in the position of quasi-monopoiists. 
They therefore seized this opportunity with advantage. 
The Governments of both belligerent and neutral countries 
hard pressed for funds saw in these profits a good target 
of attack. Thus it is that an excess profits duty or a tax 
on war profits found a place in the financial system of many 
European countries. The movement for the levy of excess 
profits duty originated early in 1915 in neutral Scandinavian 
countries which, as exporters of food -stuffs to Germany, 
had reaped exceptionally high profits.^ The question of 
the imposition of an excess profits duty had been discussed 
in India at the time of the introduction of increased taxation 
in 1917-18. But the Government were forced to abandon 
the idea, largely on the ground that the elaborate adminis- 
trative machinery needed for the successful administration 
of the tax did not exist at the time. The situation had 
^ Vide Robinson, Public Finance, pp. 68-9- 
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improved to a considerable extent due to the reforms 
inaugurated since the passing of the Income Tax Act of 
1918. The Government had added to the establishments and 
increased the efficiency of the income-tax machinery through 
which the excess profits duty was going to be worked. 

The criticisms which were directed against the proposal 
were of two different types. On the one hand it was 
urged that since the war had terminated there should be 
no further special taxation. On the other hand, many 
critics suggested an alternative in the shape of a modified 
super-tax levy. The former proposal was obviously based 
on the belief that war expenses automatically cease with 
the cessation of hostilities. “ War,” said Lord (then Sir 
James) Meston in February, 1918, is not like a game of 
chess which you can finish, put away the chessmen and fold 
up the boards and walk off. War is an evil of which the 
consequences remain, and those consequences have got to 
be paid for by whatever name we call the requisite taxation.” 
The alternative proposal for the levy of a modified super- 
tax was open to the objection that it would have entailed 
the imposition of taxes at rates higher than those necessary 
in normal circumstances. Such a tax at an unnecessarily 
high rate would have prejudicially affected the incentive 
to production. 

Accordingly, the Government proposed an excess profits 
duty on all businesses which during the year 1918-19 had 
earned profits in excess of Rs.30,000. Profits 
in the accounting period in excess of a standard 
sum to be fixed by law were to contribute 
50 per cent, of this excess. ^ Income from 
offices, employments and professions were 
Business concerns which paid the British ex- 
cess profits duty also received exemption. ^ Two questions 
of importance arose in connection with the imposition of 
this tax. One was the determination of the ” accounting 
period '' over which the profits were to be estimated. The 
other was the settlement of the standard profits beyond 
which the gains were to be taxed. 

^Section 4, Act X of 1919. ^Schedule I, Act X of 1919. 
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The first question was at once difficult and important. 
The Government bill originally provided that the profits 
were to be estimated up to the end of March, 1919, or to 
some other date in the course of the twelve months pre- 
ceding March, 1919, as was the end of the company’s usual 
business year. This proposal disclosed defect of a serious 
nature. A company which had made up its accounts to 
the end of March, 1919, was likely to have less profits than 
one which closed its accounts in, say, September, 1918. 
For in the former case the company had to contend with 
the fall of demand and low prices following the armistice, 
whereas a company which had closed its accounts in Sep- 
tember, 1918, had twelve months of uninterrupted prosperity 
behind it. The Select Committee on the bill met this 
difficulty by giving an option to those companies which 
had closed their accounts earlier than March, 1919. The 
option is thus described in section 5 (b) of Act X of 1919 : 

“ The profits of a business in tlic accounting period shall, 
at the option of the i>erson by whom the excess profits duty in 
respect of that business is payable, be or deemed to be : 

“ (6) when the accounting period in respect of the business 
ends on any date other than the 31st March, 1919, and the 
accounts of the business are made up for an additional period 
ending on the said 31st March, a sum which bears the same 
proportion to the taxable income of the total period (such 
taxable income being ascertained as nearly as may be in accord- 
ance with the provisions of the said Act) as a period of one year 
bears to the total period.” 

In other words, a company which had closed its accounts 
earlier than March, 1919, had the option of making up its 
accounts up to March, 1919, and of paying excess profits 
duty on a proportionate part of its total income. A com- 
pany closing its accounts, for instance, in September, 1918, 
would pay excess profits duty on twelve-eighteenths of its 
profits earned during the period — ist October, 1917, to 
31st March, 1919. 

The second question which required solution was the 
determination of the standard profits. The draft bill 
proposed to take as the standard, the average of the profits 
in respect of which a company had paid income tax in the 
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two years before the declaration of the war and two years 
after that event. The underlying idea was to take as the 
basis of the estimate two years of normal profits before the 
war and two war years of exceptionally high profits. In 
the alternative, companies were given the option of paying 
excess profits duty on the basis of an assumed yield of 
10 per cent, on their capital. Here, again, the Select Com- 
mittee were compelled to suggest alterations to meet several 
difficulties. In the first place it was realized that a stereo- 
typed basis of two pre-war and two war years was not 
suitable for all businesses. For there were several companies 
which had derived no additional profits as a result of the 
war. On the contrary, their earnings after the hostilities 
W'ere decidedly lower than those before the war. Such 
companies would have been adversely affected had the 
proposal embodied in the draft biU been accepted. In 
the second place there were companies which, not having 
paid income tax in any one out of the four years mentioned 
above, had no alternative but to pay excess profits duty 
on the basis of a conventional yield of lo per cent, on their 
capital. To meet these cases the Select Committee were 
obliged to offer a wide range of options, so that a company 
could select any basis which suited it best. For instance, 
companies were given the option to pay lo per cent, on 
their capital.^ They could also estimate their standard 
profits on the basis of their average earnings during the 
years 1913 and 1914, provided they had paid income tax 
in those years. 2 Again, companies if they hked could ask 
for an estimation of their standard profits on the basis 
of their earnings in 1913, 1914, and any two out of the three 
years 1915, 1916, and 1917, provided they had been assessed 
to income tax in these years. It may be noted in this 
connection that the Government of Great Britain, when 
they imposed an excess profits tax in September, 1915, 
did not find it possible to be so generous in their treatment 
of companies as the Government of India. In Great 
Britain the standard profit was the average of the profits 
made in any two of the last three years before the out- 
1 Section 6 (i) (a), ActX of 1919. * Section 6 (i) {b) (i), ActX of 1919. 
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break of the war.^ The result under this arrangement was 
that companies, which reaped exceptionally high profits 
during the war as a result of the introduction of economy 
and good management, found themselves more heavily 
taxed than those which had effected improvements before 
the war. In India hardship of this kind was avoided by 
giving the companies options regarding the manner in 
which their standard profits were to be estimated. Then 
again, in India the smaller companies were exempted from 
the tax inasmuch as it was payable only by companies 
making a profit of more than Rs.30,000 during the account- 
ing period. 2 The British rates were higher and the tax 
also lasted longer. Great Britain started with a rate of 
50 per cent, on the excess over the pre-war standard. 
In 1917-18 the rate mounted to 80 per cent. In the first 
budget after the war the rate was reduced to 40 per cent., 
and in 1921 the excess profits duty was abolished. 

Act X of 1919 contained generous rules regarding deprecia- 
tion allowance. Discretionary authority was given to the 
Collector to modify the assessment in particular cases in 
which a rigid application of the rules would cause hardship. 
Thus companies which had to postpone their repairs and 
renewals in consequence of the war, or which had suffered 
exceptional depreciation of their assets, could apply to the 
Collector for a modification of the assessment on these 
grounds. Again, many business concerns are under a legal 
obligation to invest a portion of , their resources in Govern- 
ment securities. The war had caused a depreciation in the 
value of these securities to a considerable extent. For 
income-tax purposes it was not permissible to take this 
depreciation into account. But for estimating the excess 
profits duty this restriction was relaxed, and the law per- 
mitted specially considerate treatment of these securities. 
Companies unable to use after the war, plant and machinery 
which they had installed for war work, also received 

1 Section 40 (2), Finance (No. 2) Act, 1915 (5 & 6 Geo. V, c. 89).. 

* In Great Britain the profit initially exempted was £200 — Section 
38, Finance (No. 2) Act, 1915. In 1917 when the tax was raised to 80 per 
cent, the allowance was increased — Section 26 {4), Finance Act, 19^^ 7 * 
See also The American Economic Review — Supplement, December, 1920. 
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exceptional treatment. The only restriction which the law 
placed on the power of the Collector in this respect was that 
he could not, without the previous sanction of the Com- 
missioner, modify the assessment in such a way as to reduce 
the excess profits duty payable by more than 25 per cent.^ 
One feature of the excess profits duty which demands 
more than a passing notice is the provision relating to the 
appointment of a Board of Referees composed of non- 
ofiicials, who were vested with the power to hear appeals 
at the option of the assessee. A person who was dis- 
satisfied with the assessment of the Collector was entitled 
to appeal to the Chief Revenue Authority of the Province, 
or if the assessee so desired, the matter could be referred to 
a Board of Referees composed of three or, in cases of special 
difficulty, of four persons. Such Board was to consist of 
at least two non-officials having in the opinion of the 
Provincial Government adequate business experience. ^ It 
will be recalled that when a similar proposal was mooted 
at the time of the passing of the Income Tax Act of 1918, 
business men were opposed to the idea as they apprehended 
that the appointment of non-official assessors might lead 
to a disclosure of the state of their credit On this occasion, 
however, the proposal did not encounter any opposition. 
On the contrary, it was welcomed as tending to bring about 
harmonious relations between the Government and business 
men. As Sir Dinshaw Wacha put it, '' the tax-payers and 
the tax-gatherers are to be brought together, the lion and 
the lamb will drink water at the same fountain, and, of 
course, in that way there will be a good deal of harmony 
and peace.'’ ® 

The problem of the relations of the excess profits duty 
to super-tax and income tax presented a great difficulty. 
The Act laid down that no assessee would be made liable 
to both the super-tax and the excess profits tax.^ Of 
these two taxes, the one yielding the higher revenue was 
chargeable. As Sir James Meston humorously remarked 

* Section 7. Act X of 1919. ® Section 8, Act X of 1919. 

^Legislative Council Proceedings, March, 1919. 

* Section 19, Act X of 1919. 
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in this connection : “ The Finance Department is often 
twitted with the maxim ‘ whichever is less.’. On the 
present occasion we are prepared magnanimously to reverse 
that motto and take whichever is greater.” The excess 
profits duty was also allowed to be treated as business 
expense.^ In other words, it was provided that no income 
tax would be payable on that part of the profits of the 
business which was payable as excess profits duty. It 
was this provision of the law which gave rise to an anomaly. 
Businesses exercising the option to pay excess profits 
duty in preference to super-tax were allowed to treat this 
pa5mient as a permissible deduction in connection with the 
assessment of income tax. On the other hand, those who 
chose to pay super-tax were not allowed to treat this pay- 
ment as a charge on their business. No satisfactory solution 
could be devised with a view to afford relief to this class of 
assessees, and the commercial community had to rest 
satisfied with the assurance given by the Finance Member 
to review and rearrange the whole system of taxes on 
incomes when the excess profits duty ceased to be levied. 

As already pointed out, the proposal of the Government 
was to take 50 per cent, of the profits in excess of the 
standard sum. Notices of two amendments were sent in 
the Legislative Council having for their object the reduction 
in the rate of the tax, but nothing tangible came of these. 
One of the amendments directly proposed to reduce the 
rate of the tax to 33 per cent, of the excess profits. The 
other amendment sought to reduce the rate in an indirect 
fashion, by la5dng down that, in the event of the yield of 
the tax exceeding Rs.iio,ooo,ooo, the excess should be 
refunded pro rata amongst the contributors. This proposal 
could not be accepted for two main reasons. In the first 
place, the amendment virtually proposed a remission of 
taxation, and as such it was out of place in a bill 
of which the avowed object was to raise money. In 
the second place the acceptance of this principle would 
have created an embarrassing precedent. Obviously, when 
the Government were hard pressed for funds, the time 
' Section 20, Act X of 1919* 
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was most inopportune for starting an innovation of this 
kind. 

The duty was imposed for one year only, though the 
Government declined to give any definite promise regarding 
the future of the measure. The attitude of the commercial 
communities — ^Indian and European — was definitely hostile 
to it. The representatives of the Bengal and Bombay 
Chambers of Commerce in the Legislative Council, though 
personally in favour of the tax, thought it their duty to 
express the views of their constituents in unmistakable 
terms. It was urged that the imposition of this tax was 
likely to imperil the success of the loan which the Govern- 
ment wanted to float at the time. Other critics apprehended 
that it was not only likely to retard the growth of indigenous 
industries, but might also have the effect of preventing the 
importation of foreign capital necessary for reconstruction 
purposes after the war.^ These fears proved groundless 
as the Indian excess profits duty, unlike its British proto- 
type, lasted for one year only and was repealed in 1920. 
The yield of the duty in the various Provinces is shown in 
the table below. The receipts credited in the accounts for 
the year ending 31st March, 1921, and 1922 represent 
collections of arrears : 


Provinces. 

Year ending 
31 March, 1920. 

Year ending 
31 March, 1921. 

Year ending 

31 March, 1922. 


Rs. 

Rs. 

Rs. 

India .... 

43.504 

401,205 

— 

N.W.F. Province 

96,800 

— 

30.755 

Madras 

2,142,128 

3,832,284 

727.564 

Bombay . 

27,807,499 

6,158,826 

1,103,085 

Bengal 

51,382,284 

6,956,880 

201,462 

U.P 

3,276,758 

725.654 

26,349 

Punjab 

694,035 

423.648 

49.909 

Burma 

3,923,846 

285,277 

— 

Behra and Orissa 

224,608 

30,726 

13.881 

C.P. and Berar . 

2,668,908 

— 

— 

Assam . . . . 

20,124 

1,406 

— 


92,280,494 

18,815,906 

2.153.005 


^ Sir G. Chitnavis’ Legislative Council, 19th March, 1919. 
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The British excess profits duty yielded on an average a 
little over 000,000 a year. But no precise comparison 
Mian E.P.D. is possible between Great Britain and India, 
7 P D the circumstances of the two countries were 
* ’entirely different. Not only did the excess 
Britain. profits duty in India differ from that in Great 
Britain as regards the magnitude of the yield, but also in 
another important respect. It is probable that in Great 
Britain the tax may have indirectly operated as a factor 
in putting up prices. It is no doubt true that the Govern- 
ment attempted to isolate the normal profits and to tax 
gains beyond this sum. From the point of view of theory 
there is no reason why such a tax should have caused a 
rise of prices. But it is necessary to bear in mind that 
it was not possible to separate completely the windfall 
element. Then, again, in estimating the excess profits, 
no regard was paid to the fact that a given amount of money 
profits represented less real profits than before. ^ Under 
such circumstances the excess profits duty may have had 
indirect effects in bringing about high prices in Great 
Britain. In India, on the other hand, the tax was imposed 
only once. It was not, therefore, possible to pass it on 
to the customers. 

But while the two taxes differed from each other in 
these respects, the method of the imposition of the tax 
and the underlying theoretic justification were the same 
in both countries. The excess profit taken by itself was 
regarded as the taxable unit unrelated to any other factor, 
as, for instance, the circumstances of the individual share- 
holder or partner, and the tax was imposed at a flat rate 
proportional to the amount of the excess. The economic 
justification for a levy of this nature may be found in the 
benefit principle, if it is assumed that the State itself is 
responsible for the creation of circumstances which make 
it possible for these excess profits to be earned. If the 
excess profits are due to increased output at pre-war prices 
or to the pre-war output at enhanced prices, the State is 
justly entitled to claim a share in the excess. The duty 
1 Pigou ; A Study in Public Finance, p. 179. 
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under these circumstances may be regarded as " a business 
expense, a royalty, a condition precedent to the making 
of a profit.” ^ 

^ Vide Sir J. Stamp’s article on The Taxation of Excess Profits Abroad ” 
— Econ. Journal, March, 1917. 



CHAPTER XI 


THE INCOME TAX LEGISLATION OF 1922— THE CONCEPT 
OF TAXABLE INCOME 

The Income Tax Act of 1918 remained in force till 1922, 
when need was felt for a revision and amendment in the 
Causes important single cause which 

necessitating necessitated such revision was the constitu- 
the^lncome tional reform inaugurated by the Government 
Tax Act of of India Act, 1919. Under the new political 
arrangement income tax became a central 
source of revenue, and it became necessary to centralize 
the administration of the tax and to set up new machinery 
controlled and regulated by the Government of India. 
The financial difficulty of the Government of India in 1921 
also pointed to the need for a reform in the Act of 1918. 
The monsoon of 1920, which was a poor one, continued to 
make its influence felt even in 1921. The depression in 
trade affected the receipts from railways, customs, income 
tax, post and telegraphs, while, the high prices of food- 
stuffs affected the expenditure side, particularly the mihtary 
expenditure. Military expenditure had also to be increased 
on account of extended operations in Waziristan. Labour 
troubles within the country, and the unsettled conditions 
in Russia and Central Europe, were no less important causes 
in contributing to the deficit of the year. Expenditure 
on railways was increased owing to shortage in the supply 
of coal, while the revenue suffered on account of stagnation 
in the export trade. 

Whatever may have been the causes of the deficit, there 
is no doubt that it placed the Government of India in a 
position of considerable difficulty so far as the working of 
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the Income Tax Act of 1918 was concerned. The stagnation 
in trade necessitated heavy refunds by the Government 
on account of payments of income tax made under the 
system of assessment and adjustment introduced by the 
Act. We have already referred to the unpopularity of 
this system amongst business men, as it led to hardships 
particularly in businesses in which profits were of a fluctuat- 
ing character. If in any year the profits were large the 
assessee, owing to adjustment and provisional assessment 
for the following year which might be a lean one, had to 
pay twice on the profits of the good year, and then wait 
for another year for refund. The working of the system 
not only caused hardships to business men, but also led 
to numerous misapprehensions, for the system was not 
clearly understood by the rank and file of the assessees. 
The refunds which the Government had to make during 
1921-2 in a year of heavy deficit made them reaUze that 
the system was one which required alteration. Besides, 
the Joint Parliamentary Committee on the Reform Scheme 
had recommended that the Provincial Governments should 
be given a share in the increase in the receipts from 
income tax, due to an increase in income brought under 
assessment each year. It was obvious that if the Provinces 
were to obtain a share in the receipts, it would be neces- 
sary to ascertain each year the assessed income in respect 
of which the income tax was collected. It would have 
been a matter of considerable difficulty to find this out if 
the adjustment system remained in operation.^ The 
Government therefore decided to abolish this system, and 
at the same time introduce several other changes which 
the working in the Act of 1918 had suggested. Owing to 
a High Court ruling that the word income as used in 
the Income Tax Act of 1918 should mean '' income actually 
or constructively received,** Government and business men 
alike were placed in a position of difficulty. In the first 
place the meaning put by the High Court led to a restricted 
interpretation of those sections of the Act of 1918 which 

^ Letter from G. of I. No. 3014 F, d^ted ist December, 1920, to all 
Governments, 
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specifically mentioned the different classes of income liable 
to be taxed. In the second place the decision of the High 
Court caused embarrassment to those business men who 
kept their accounts on the basis of mercantile accountancy. 
There are two recognized systems of keeping accounts, 
viz., the receipts and disbursements accounts and income 
and expenditure accounts. The former is the cash basis 
which shows the sums actually received and sums actually 
paid out, while the latter is the mercantile accountancy 
system based on the preparation of a profit and loss account, 
and the comparison of the value of the stock in hand at 
the beginning and at the end of the year. Under the last 
system, whenever a sale takes place, an entry is made on 
the receipts side, although the sale price may not have been 
actually received. Similarly in the case of expenditure, 
an entry is made on the other side whenever the liability 
is incurred, although no payment may have been actually 
made. The interpretation put by the High Court on the 
word income rendered it necessary for assessees, who 
kept their accounts according to the mercantile accountancy 
system, to recast them on a cash basis to show the income 
actually or constructively received. Business men were 
therefore put to great inconvenience and expense in thus 
trying to satisfy the income-tax authorities. Need was 
therefore felt for such an alteration in the law as would 
leave the assessees the option of adopting any system of 
accountancy they preferred, with this reservation, however, 
that the system must be one regularly employed for the 
purpose of business. 

One of the reforms which the Government of India had 
intended to carry out in 1918 was to secure uniformity in 
rules relating to depreciation allowance in connection with 
the estimation of business profits. With this object in 
view, the Act of 1918 empowered the Provincial Govern- 
ments to lay down rules subject to the approval of the 
Governor-General in Council.^ The result of this delegation 
of power was that the income tax ceased to be administered 
on a uniform basis by the different Provincial authorities. 

1 Vide section 9 (2) (vi). Act VII of 1918. 
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The Act of 1918 had therefore, to this extent, failed to carry 
out the object which the framers had in view. It appeared 
to the Government of India that the only remedy was the 
constitution of a central authority charged with the duty 
of administering the Act and of framing rules thereunder. 
These were among the most important reasons which neces- 
sitated a revision of the Act. 

The Government of India decided to proceed cautiously 
with their task. Provincial committees were appointed 
which considered the subject in detail. The recommenda- 
tions of these committees were referred to the AU-India 
Income Tax Committee which sat in Simla in July, 1921. 
The biU as finally drafted followed very closely the report 
of this committee. It was then referred to a joint com- 
mittee of sixteen members from the Legislative Assembly 
and the Council of State and, with very little modification 
in the Legislature, it received the assent of the Governor- 
General on the 5th March, 1922. This Income Tax Act ^ 
is the basis of the existing law and practice of income tax 
in India. It is therefore worth while to note its salient 
features before proceeding to a detailed examination of its 
contents. 


The outstanding feature of the Act of 1922 is the separa- 
tion of the administrative portion of the law relating to 
^ . the income tax from the fiscal portion. All 

jni.G iVx3.in ^ 

Features of provisions relating to the basis, methods and 

Act XI of machinery of assessment will be found in the 

1922. 

body of the Act, while the rates of tax were 
for the first time separated from the Act itself and placed 
in the annual Finance Act. This procedure adopted by the 
Government was analogous to the prevailing practice in 
Great Britain, where the administrative provisions are 
contained in the Income Tax Consohdation Act of 1918, 
while the rates of tax are specified in the annual Finance 
Act and are liable to alteration from year to year. The 
constitutional significance of this change should not be 
overlooked. It means that the Legislative Assembly will 
have to be consulted every year on the occasion of the 


^ Act XI of 1922 — The Indian Income Tax Act. 
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passing of the finance bill. This was an important step 
in advance of the hitherto existing practice, for under the 
system then in vogue the rates of income tax were more 
or less permanent and did not require the sanction of the 
Legislature every year. Thus the rates incorporated in 
the Act of 1886 remained unaltered till 1916, and within 
the space of thirty years the only occasion on which the 
Government had to come up before the Legislature was 
when the taxable minimum was raised from Rs.500 to 
Rs.i,ooo a year in 1903. By the simple device of incor- 
porating the rates of income tax in the annual Finance 
Act a great advance was made on the path of popular 
government. 

Collection at the source, as far as practicable, has always 
been a characteristic feature of the Indian income tax as 
of the English system, and the Act of 1922 took the bold 
step of extending the principle further into a domain in 
which it did not hitherto operate. Under the Act of 1886 
the tax due from any person in Government employment 
or in the employment of a local authority, in respect of 
salary, annuity, pension, or gratuity, was liable to be deducted 
at the source, and the duty devolved upon the officer who 
was to make such payments of putting the tax to the credit 
of the Government of India. There was no obligation of 
this nature on private employers. A provision no doubt 
existed under which Provincial Governments, by virtue of 
the authority delegated to them by the Government of 
India, could grant remissions at varying rates to those 
private employers who undertook to collect income tax on 
behalf of the Government from persons in their service. 
This provision was as follows : 

“The Collector may, subject to such conditions as may be 
prescribed, enter into an agreement with any company or any 
such body or association as aforesaid, or any private employer, 
with respect to the recovery on behalf of the Government by 
the company, body or association or employer, of the tax to 
which any person receiving any salary, annuity or pension or 
gratuity from the company, body, association or employer is 
liable under Part I.'' ^ 

Section 9 (2), Act II of 1886. 



i 82 


THE INDIAN INCOME TAX 


The rules prescribed under this section granted a remis- 
sion to such employers of 5 per cent, if the collections were 
made yearly, of 3 per cent, if they were made quarterly 
and of I per cent, for monthly payments.^ This com- 
pensation offered to the private employers was insufficient 
to induce them to take the trouble and expense of collecting 
the tax. The annual administration reports on the working 
of income tax in Bengal from 1886-7 onwards bear testimony 
to the fact that every year the number of persons who 
undertook this collection work went on dwindling. In 
1890-1, for instance, the number of private employers 
in Bengal who entered into agreements under the above 
section fell from 403 in the previous year to 348. This 
apathy was not exceptional to particular year or years, 
but was typical of the situation as it stood under the Act 
of 1886. When the Act of 1918 supplanted that of 1886, 
no alteration was made with regard to the Hability of the 
private employers to deduct income tax from the salaries 
of their employees. It was, perhaps, felt that the time 
was not opportune for the introduction of a radical change, 
particularly when some of the businesses had been hard 
hit on account of circumstances connected with the war. 
The Act of 1922 for the first time made it obhgatory upon 
all private employers to deduct income tax from salaries 
at the time of payment. 

While thus extending the obligation of private employers 
in one sphere, the Act of 1922 provided other rules by means 
of which companies and business men could obtain relief 
from a number of inconveniences to which they had been 
subject formerly. Reference has already been made to 
the abolition of the adjustment system, and also the option 
given to assessees to cast their accounts either according 
to the mercantile accountancy or according to the cash 
system. The Act of 1922 also removed one of the chronic 
grievances of companies which were domiciled in Great 
Britain but carried on Iheir operations in India. Ever 
since i860 such companies had been subjected to double 
taxation in respect of the same income both in Great Britain 

^Reports on the Administration of Income Tax, Bengal, 1890-2. 
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and in India. The law of 1922 gave statutory recognition 
to the principle accepted between the Government of 
Great Britain on the one hand and of India and of the 
Dominions on the other, that where income tax was charged 
on the same income both in the United Kingdom and in 
a Dominion the total relief to be given should be equivalent 
to the tax at the lower of the two rates of tax imposed. 
The history of the proposal relating to the avoidance of 
inter-imperial double taxation and the exact provisions 
relating to relief are considered in a subsequent chapter. ^ 
The Income Tax Act of 1922 provided relief to assessees 
in another important respect. The rules relating to refund 
of income tax were simplified, and aU officers deducting 
income tax from interest on securities or dividends were 
required to issue to holders of such securities a certificate 
in a prescribed form stating the amount of the tax collected 
and the rate at which it had been collected. ^ These are 
points of detail, but they show the minute scrutiny to which 
the provisions of the new law were subjected. The Act 
and the rules framed thereunder evince a desire on the part 
of the Government to meet as far as practicable the criticisms 
to which the law of 1918 had been subjected. Reference 
may be made in this connection to another feature of the 
Act of 1918 which was absolutely indefensible in theory 
and iniquitous in practice. Under the provisions of the 
Act of 1918, the Chief Revenue Authority either on its own 
motion or on reference from any revenue officer subordinate 
to it, could draw up a statement of a case for reference to 
the High Court for the purpose of interpreting any of the 
sections of the Act. There was, however, no provision 
compulsorily requiring the Chief Revenue Authority to 
refer such questions at the instance of the assessee. The 
law simply provided that the Chief Revenue Authority, 
shall so refer any such question on the apphcation of the 
assessee, unless it is satisfied that the application is frivolous 
or that a reference is unnecessary.’' ® It wiU be noticed 

1 Chapter XV. 

* Sections i8 (9) and 20 of Act XI of 1922. 

» Section 51 (i) of the Act VII of 1918. 

N 
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that the law left considerable discretion to the Chief Revenue 
Authority in this respect. 

Attention was called to this grievance of the assessee in 
a resolution moved in the Legislative Assembly on the 
23rd March, 1921. The resolution suggested the desir- 
ability of changing the law in India, so as to bring it in 
conformity with the provisions of the English Income Tax 
Act. It was suggested that reference to the High Court 
might be made obligatory at the instance of the assessee 
on questions of law. Mr. Eardley Norton, a distinguished 
lawyer, criticized the existing law on the subject in words 
which wiU bear repetition. He said : 

" There is a great principle at stake here, a principle which 
has been consistently departed from by the Government for 
years past, and that principle is that no man shall be a judge 
in his own case. That principle has been departed from not 
merely on questions with regard to income tax, but in almost 
every fiscal question which arises between the subject and the 
Crown. The Government have invariably arrogated to them- 
selves the indefensible position of first of all saddling you with 
the amount which they claim and then allowing you practically 
no appeal against that decision.’' ^ 

The Government of India were convinced of the genuine- 
ness of the grievance, and gave an assurance that the whole 
question of the right of appeal would be gone into by the 
committee on income tax which they were going to appoint. 
The All-India Committee on Income Tax suggested that the 
Chief Revenue Authority should no longer have the power 
to withhold a reference to the High Court on a question 
of law, subject to this reservation that in order to guard 
against frivolous or unnecessary references, assessees should 
be called upon to pay a fee of Rs.ioo. The suggestion 
was approved by the Government and was accordingly 
incorporated in the new Act. 

The main features -of the Act of 1922 mentioned above 
show that, broadly speaking, there is a growing tendency 
to incorporate as much as the local circumstances of India 
permit many of the prominent features of English income- 

^ Vide debates in the Legislative Assembly ^ 23rd March, 1921. 
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tax administration. The centralization of administration 
as evidenced by the setting up of a Board under the control 
of the Government of India, the separation of the adminis- 
trative portion of the law relating to income tax from those 
relating to fiscal portion, the new provision relating to 
appeal, the extension of the principle of collection at the 
source — these are striking instances of the manifestation 
of the force which is slowly but surely transforming the 
primitive Indian Income Tax Act into a statute of great 
complexity, predominantly based on the model of the 
British legislation on the subject. It is now necessary 
for us to enter into details with a view to inquire to what 
extent the tendency is visible in the detailed provisions 
as well. It will be convenient to commence our study with 
the concept of income. 

Everyone has a rough idea of what is meant by income,'* 
but this popular concept is hardly of any use to the Govern- 
The Concept ment for the purpose of the levy of income 
of Income. tax. The concept of income in order to be 
of practical utility must be precise, clear cut, and also 
suitable from the administrative standpoint. Economists 
have from time to time come forward with definitions and 
economic analysis of the concept of income, but these are 
generally unsuitable for income-tax purposes. To take one 
instance. Professor Fisher defines income as a flow of services 
through a period of time.^ Admirable as this definition 
is from the point of view of economic analysis. Professor 
Fisher himself admits that it lacks the definiteness which 
the legislator, the revenue authorities, the accountant and 
the judge must aim at, if the law of income tax is to be 
rightly formulated and interpreted. ^ A law of income tax 
based on Professor Fisher's definition ought to “ pursue 
its victim to his dining-table and take toll from each mouth- 
ful, and should go with him to the theatre and tax every 
laugh." Practical considerations, therefore, demand a more 
definite and workable concept than any that might be 

1 See Fisher : The Nature of Capital and Income (i 923 )» P- 52. 

• Hewett : “The Concept of Income in Federal Taxation ” — Journal oj 
Political Economy t April, 1925. 
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suggested by theoretical economic analysis. Hence it is that 
persons upon whom have fallen the unenviable task of 
drafting the law of income tax have always avoided a direct 
encounter with theoretical issues. They have merely 
enumerated certain forms of receipts as taxable and have 
also mentioned certain other items which they have either 
excluded from the purview of the law or which they have 
authorized as deductions.^ A few years ago Professor Felix 
Fliigel made an examination of the income tax laws of 
various countries and came to the conclusion that in them 
" a definition of income is not to be found.” ^ The Indian 
income tax law is no exception to this statement. Taxable 
income is divided into six classes : viz., income arising 
from (i) salaries, (ii) interest on securities, (iii) property, 

(iv) business, (v) professional earnings, and (vi) other 
sources. This evasion of the fundamental theoretical issue 
does not, however, mean that there is in the background 
no concept of income. For though income has nowhere 
been defined, yet there are at the back of statutory enumera- 
tions and administrative rules, certain notions which embody 
an idea that is fairly definite and precise for income-tax 
purposes. In trying to comprehend the Indian concept of 
income it will be useful to keep in mind the following 
questions : 

(i) Is income taken to mean money income or real income 

and does it include income in kind ? 

(ii) Is income taken to mean gross or net income ? 

(iii) Is recurrence or periodicity essential to the concept of 

income ? 

(iv) Does income include accretions to capital assets ? 

(v) Are gifts and inheritances income ? 

(vi) Do savings form part of income ? 

Questions of a compheated character are raised by income 
in kind. The most common form of income in kind is 
Income in the value of living quarters furnished rent 
Kind. free to aij employee. The question arises 

^ Lutz: ‘"The Treatment of Dividends in Income Taxation — Journal 
of Political Economy, April, 1925. 

* Plehn : “Income as Recurrent Consumable Receipts" — American 
Economic Review, March, 1924. 
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whether the value of rent-free quarters is to be added to a 
man’s money income in order to determine his total taxable 
income. This question engaged the attention of the income 
tax authorities and the Indian Legislature during 1918-1923, 
but the decisions given on different occasions were not 
always logical and consistent. The question has now been 
definitely settled by the Legislature, which has declared 
in unequivocal terms that the right of a person to occupy 
free of rent as a place of residence any premises provided 
by his employer, should be regarded as a '' perquisite ” 
and hence taxable.^ The Income Tax Act of 1918 con- 
tained a provision that any perquisite or benefit which 
was neither money nor reasonably capable of being con- 
verted into money should not be liable to income tax.^ 
In spite of the existence of this provision in the statute 
book, towards the end of 1918 the Government of India 
issued instructions to the effect that the right to occupy 
rent-free quarters was a '' perquisite ” in an indirect sense. 
This perquisite was an addition to the remuneration of an 
employee and as such it was taxable, unless it was granted 
with the object of meeting the extra expense caused to an 
employee. Subsequently, the Government modified their 
former decision and gave out that where a person occupied 
rent-free quarters by virtue of his office and had a right 
to let them out, the annual value of such quarters should 
be taken into account in computing the total income, but 
where the individual had no such right it should be excluded.^ 
This last decision of the Government of India was quite 
in consonance with the English practice and with the 
verdict of the House of Lords in the well-known case of 
Tenant vs. Smith . That case turned upon the liability of 
a bank manager, who was required to occupy the quarters 
given to him in the bank, to pay income tax on the money 
value of the quarters. The manager had no right to sublet 


^ Income Tax Amendment Act, Act XV of 1923* 

2 Section 3 (2) (ix), Act VII of 1918. 

2 Vide Report of the Bengal Chamber of Commerce, 1919. 

^ 1892. A.C. 150. See also an essay by Dr. W. A. Robson on Legal 
Conceptions of Capital and Income in the London Essays in Economics 
in honour of Edwin Cannan (1927). edited by Gregory and Dalton. 
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the quarters and was under an obligation to vacate the 
premises if he ceased to hold the post of the manager. 
The House of Lords held on these facts that the annual 
value of the premises occupied by the manager could not 
be brought into account in estimating his total income. 
Lord Halsbury remarked the thing to be taxed is not 
income unless it can be turned into money.'' With a view 
to bring under taxation the value of rent-free residence, 
irrespective of the right of the occupier of such residence 
to sublet it, the particular provision in the Indian Income 
Tax Act of 1918 laying down that a benefit which was not 
money or capable of being converted into money was not 
liable to tax, was omitted from the new Income Tax Act 
of 1922. Although this was the avowed intention of the 
Legislature the matter was far from clear. For it is one 
of the accepted maxims of legal interpretation that a taxing 
statute should be interpreted on its actual words, without 
any reference to the intentions of those who framed it. 
The question of liability to taxation therefore turned, not 
on what the Legislature had intended by the omission of 
certain words, but on the question whether a rent-free house 
was a benefit, or perquisite, profit or gain or any other 
income of a kind specifically declared by the Legislature to 
be taxable. In 1923 the question was settled beyond all 
doubt by the Legislature which laid down that the right to 
occupy a rent-free residence was a perquisite within the 
meaning of the Income Tax Act of 1922.^ 

This decision is quite in consonance with economic 
theory. No faulty reasoning or injustice from the point 
of view of the accepted canons of taxation is involved in 
the Indian practice, for the right to occupy a rent-free 
residence is declared taxable under aU circumstances, 
except in the cases of the Governor-General of India, the 
Commander-in-Chief, the Governor or the Chief Commis- 
sioner of a Province. 2 The exemption of these high officials 
is necessitated by political considerations and does not in 
reality constitute a violation of the general rule. The 

^ Section 2 of Act XV of 1923. 

* See J.T. Manual, 1925, Vol. I, p. 87, 
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British practice on the matter is self-contradictory and is 
not capable of any rational explanation. In Great Britain 
the genered law on the subject is that the annual value 
of living quarters given rent free to an employee is not 
considered taxable income. This rule is subject to an 
exception if the employee has the right to let out the 
residence to a third party. One can understand the neces- 
sity of this exception in view of the decision of the House 
of Lords in the case of Tenant vs. Smith. But it is difficult 
to reconcile this decision with the practice of the authorities 
in Great Britain to subject to income tax officers of the 
Crown who have to five in houses or apartments belonging 
to the Crown other than apartments in royal palaces.^ 

The problem of the taxation of what are known as 
“ psychic incomes ” is easily disposed of. In India as in 
„ , . ^ Great Britain, income tax is payable in respect 

^ of the annual value of a house occupied by 

its owner. This is strictly in accordance with the faculty 
theory of taxation, for to exempt such income would be to 
discriminate in favour of one who chose to invest his capital 
in house-property as against another who preferred industrial 
investment, for instance. It might, however, be argued 
that by a parity of reasoning a tax should be imposed upon 
the psychic income enjoyed by a man from his investments 
in furniture, automobile, clothing, and pictures. But to 
this the answer is that a line must be drawn somewhere, 
and administrative expediency should decide which cate- 
gories of intangible income should be brought under taxation. 
To ask the income-tax authorities to decide upon the 
money value of a satisfaction, when there is no standard 
available by which to decide it, is to ask for the im- 
possible. 

Income is, therefore, taken to mean money income with 
the exception of the items indicated above. But not all 
receipts and perquisites in the form of money are taxable. 
In the first place, such receipts must be income or profits 


^ Vide Spaulding: The Income Tax in Great Britain and the U.S.A,, 
p. 156; also Income Tax Act, 1918 — Sch. A.. No. VII, Rule 11 ; Kon- 
stam : Law of Income Tax (1926), p. 41. 
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or gains within the meaning of the Act. A gratuity paid, 
for instance, by railway companies or the Government to 
their servants or to the widows and children of their servants, 
if the employees are injured or killed in the execution of 
their duties, is not strictly speaking income, for it represents 
compensation for losses sustained.^ In the second place, 
such money receipts are not taxable if they are specifically 
granted to meet expenses “ wholly and necessarily incurred 
in the performance of a duty.*' Not only are business 
expenses deducted, but capital sums which are received 
in commutation of pensions, or which represent the proceeds 
of insurance endowments, gifts and inheritances in the form 
of lump-sum legacies, are exempt, since such sums do not 
represent additional income but capital. ^ Similarly all 
increments in the value of capital are exempted from taxa- 
tion. If an individual purchases Indian War Loan, 1929-47, 
at 95 redeemable at par, he is not liable to income tax 
on the premium received on redemption. Again, if an 
individual purchases a house for his own residence, and 
later on sells it at a profit, he is not hable to taxation on 
the profit, for increase of capital as such is not taxable 
unless accompanied by an increase of income. As Plehn 
remarks : ^ A fruit tree may grow ever so large in trunk 
and branches, but unless the new branches bear fruit, or 
are expected to do so, they are of no value.” 

Yet it often happens that capital is acquired and held 
for some time and then sold for the express purpose of 
obtaining and spending the increase in value. In such 
cases capital increments are used as income, and should 
be treated as such by the taxing authorities. The Indian 
income tax rules recognize the validity of this claim, for 
they lay down that if an individual makes a practice of 
speculating in the purchase and sale of shares, his profits 
from such transactions are liable to taxation.^ 

To the general rule that capital as such is exempt from 

^ In Great Britain these iteAs are treated as casual profits and are 
not subject to income tax. 

* Vide section 4, Act XI of 1922. 

^American Economic Review, March, 1924. 

* Vide Income Tax Manual P925), Vol. I, pp. 91 and 104. 
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taxation, there is one exception which is, however, an 
apparent exception rather than a real one. Following the 
Taxation of precedent set by British income-tax practice. 
Annuities. terminable annuities are treated in their 
entirety as income, and no distinction is made between 
that portion which represents a refund of capital and that 
which represents income. From the early days of income 
tax in Great Britain annuities have always been treated 
like this, without regard to any question of capital involved. 
The matter was last considered in Great Britain by the 
Departmental Committee of 1905, which dissented from 
the view that annuities should be divided for income-tax 
purpose into two parts. They argued that a man who 
buys a life annuity deliberately sinks his capital and takes 
an income in exchange, and that the division of the income 
into capital and interest is a fiction. This fiction is based 
on actuarial data which have nothing to do with the 
particular circumstances of the case. Besides, they pointed 
out that as the existing annuities were created in Great 
Britain during the existence of the income tax, the con- 
tracting parties had taken the tax into consideration.^ 
The situation in India is not materially different from that 
in Great Britain. Since the Income Tax Act of 1886 
annuities have been treated as wholes, and it is possible to 
argue that no injustice is involved, as the parties to the 
contract have presumably settled their terms on the basis 
of the existing income tax.^ 

Plehn has pointed out that for the purpose of income tax, 
income should be defined as '' wealth available for recurrent 
Taxation of Consumption recurrently or periodically re- 
Casuai Gains, ceived.'' ® He emphasized the significance of 
the element of continuity or of recurrence in the concept 
of income. This idea has also the approval of the analytical 
economists who conceive of income as a flow or 

1 Vide First Instalment of the Minutes of Evidence, Royal Commission 
on Income Tax, Appendix 7 (/) ; compare also Cannan’s Wealth (1928), 

p. 157. 

2 See section 7 of Act II of 1886, section 6 (i) of Act VII of 1918 and 
section 7 (i) of Act XI of 1922. 

^American Economic Review, March, 1924. 
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'' stream.^ ^ In accordance with this idea it is usual to 
exclude from the purview of income tax profits or gains 
of casual nature. If A jvins a prize in a lottery the gain 
is not taxable, as it is only a casual receipt. This idea of 
excluding non-recurrent receipts is accepted in India with 
one modification of doubtful value. Casual gains which 
are the proceeds of profession, vocation or employment 
or which arise from business, that is, from any adventure 
or concern in the nature of trade, commerce or manufacture 
enjoy no immunity from taxation. ^ The Royal Com- 
mission on the Income Tax in Great Britain laid down that 
the scope of the British law should be extended so as to 
bring under taxation casual gains derived from business.^ 
It is doubtful whether the proposed reform would be desir- 
able from the administrative and financial standpoints. 
The main justification for the exemption of casual gains 
from taxation is the extreme difficulty of tracing isolated 
transactions and of preventing evasions. An income tax 
on casual gains tends to become voluntary contributions 
by honest and conscientious tax-payers. Compared with 
the relatively small net revenue which taxation of such 
income brings, it involves heavy administrative expenditure. 
It must also be borne in mind that if casual gains are 
brought under taxation, the Revenue should also make 
an allowance for losses on casual transactions. Under 
such circumstances, however, there is a strong tendency 
on the part of the assessees to record and claim deductions 
on account of losses, but there is no corresponding incentive 
to record casual profits. On a review of these considerations, 
it seems desirable to exempt from taxation all casual 
gains even though derived from profession, vocation or 
employment.^ 

* Compare Cannan (Wealth, Ed. 1928, p. 149): “The word ‘income’ 
does not suggest anything coming in casually once for all, but some con- 
tinuous receipt which can be conceived as a rate per annum, although 
no doubt often at a fluctuating rate.” 

* Sections 2 (4), 4 (3) (vii) tfd Act XI of 1922. 

* Report of the Royal Commission on the Income Tax, 1920, para. 91. 

* Dr. Dalton argues (vide Some Aspects of the Inequality of Incomes in 
Modern Communities, pp. 162-71) : “A regular income implies regular 
additions to the recipients' means of economic welfare, and an irregular 
income implies irregular additions, but both are equally income if we 
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Intimately bound up with the question of taxable income 
is the allied problem of exempted income. The income- 
The Exempted authorities everywhere exempt certain 
Income^ classes of income from taxation, e.g., income 
"" " of religious and charitable institutions, of 

institutions engaged in educational and philan- 
thropic work, etc. The exemptions granted by the law 
and practice of income tax in India may be classified into 
three categories, viz., according as they are prompted by 
economic or political considerations or by those of public 
policy. The line of distinction thus suggested is not sharp 
enough to obtain a clear-cut tripartite division, but it will 
be convenient to examine the guiding considerations which 
have led to the grant of the existing exemptions in the order 
named. 

In a country which is handicapped due to lack of adequate 
capital, it is of the utmost importance to encourage savings 
as much as possible. It is this desire to encourage the 
growth of capital that accounts for the exemption from 
taxation, of the yield of post office cash certificates and 
the income derived from deposits in post office savings banks. ^ 
The same consideration ^ explains the remission from taxa- 
tion granted to the co-operative societies in respect of the 
profits earned by them or in respect of the dividends or 
other payments made to members of such societies.^ These 
societies were started in India under the patronage of the 

are interested in the recipients' means of economic welfare.” This in- 
clusion of casual gains is perfectly legitimate when making an accurate 
comparison of the means of economic welfare available to different in- 
dividuals. But from the point of view of income tax it seems desirable 
to exclude them, because of the administrative difficulty involved in 
taxing such receipts. 

^ Section 6o, Act XI of 1922. 

2 Dr. Dalton remarks (Public Finance, p. 114) that the taxation of co- 
operative societies is objectionable from the point of view of distribution, 
since the majority of the members are comparatively poor. In India 
emphasis is perhaps laid on the side of production. 

3 This exemption applies to the profits of any co-operative society 
(other than the Sani Katta Salt Owners’ Society in the Bombay Presidency) 
registered under the Indian Co-operative Societies Act, 1912, the Bombay 
Co-operative Societies Act, 1925, and the Burma Co-operative Societies 
Act, 1927, or the dividends or other payments received by the members 
of any such society on account of profits. See sections 25 (i) (a) of 
Act X [of 1904, 28 (a) of Act II of 1912 and the Income Tax Manual 
(i 925 )» Vol. I, p. 87. 
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Government with the avowed object of encouraging thrift 
and self-help amongst agriculturists, artisans and persons 
of limited means, and the remission of income tax was one 
among several other privileges conferred on them by the 
Co-operative Societies Acts of 1904 and 1912. It is interest- 
ing to compare in this connection the tax-paying liability 
of the co-operative societies in Great Britain and in India. 
In India it appears that co-operative societies enjoy im- 
munity from taxation only in respect of their profits. The 
interest which they derive from investments in securities 
or from bank deposits is taxable precisely in the same way 
as that belonging to joint stock companies. The privilege 
enjoyed by the British co-operative societies registered 
under the Industrial Provident Societies Act of 1893 is 
a wider one, for not only are their profits exempt from 
taxation, but also bank interest and dividend from invest- 
ments.^ These privileges, particularly those enjoyed by 
the retail distributive societies in respect of the exemption 
of their trading profits, aroused considerable resentment 
amongst private traders who urged the withdrawal of 
these concessions before the Royal Commission on the 
Income Tax. On a careful consideration of the nature of 
trading profits, the Commission recommended that any 
part of the net profits wliich were not actually returned as 
dividends on purchases should be charged to income tax.^ 
They also recommended that reserves invested in stocks 
and shares should be subject to income tax. In short, 
they held that a co-operative society should be treated 
exactly as a hmited liability company so far as taxation 


^ This statement applies to all co-operative societies registered under 
the Act of 1893, with the exception of those which have a limited number 
of shares and make a practice of selling to non-mernbers. Report of thr 
Royal Commission on the Income Tax, 1920, para. 544. 

* The Royal Commission on the Income Tax, 1920, could not come to 
a unanimous finding on the question of the taxation of trading profits 
belonging to co-operative societies. The controversy turned on the 
principle of mutuality.” The majority Report accepted the view that 
a co-operative society was not nfbrely a group of individuals, but a separate 
legal entity and that the net receipts left in the hands of the society after 
the refund of the dividends — on purchases constituted taxable profits inde- 
pendently of the way in which they had arisen. The minority took up the 
position that ” the proceeds of mutual trade are not profits in any sense 
to the group of individuals among whom the mutual trade is carried on." 
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was concerned. This recommendation of the Commission 
was based on several important considerations. In the 
first place the rapid extension of the co-operative movement 
in England had given rise to keen competition between 
private traders on the one hand and co-operative retail 
distributive societies on the other. In the second place, 
the feeling of dissatisfaction among private traders had 
been aggravated by the high rate of income tax in recent 
years. In view of these considerations it is not difficult 
to justify their recommendation. But the circumstances 
in India to-day are totally different. The cr5dng need in 
India is for more co-operative societies whether for credit, 
production, or for retail distribution. The question which 
India should consider is not whether their privileges should 
be curtailed, but whether they should be extended further. 
In 1924-25 there were in British India 62,894 co-operative 
societies of all description with a membership of 2,594,984 
persons. The profit credited to reserve was Rs. 38, 226, 688.^ 
Obviously, under the existing law, the income from this 
profit in so far as it is reinvested is subject to taxation. ^ 
It may be seriously questioned whether it is good policy 
that this sum should be subjected to income tax, in view 
of the peculiar position which the co-operative societies 
occupy in the national economy of India. 

Side by side with these exemptions, of which the main 
justification is the economic progress of the land, there are 
one or two minor ones of a political nature necessitated by 
inter-State courtesy. Thus the official allowances received 
by an agent of a Prince or of a Native State duly credited 
to represent his Prince or State in British India, or the 
fees and salaries received by foreign consuls and foreign 
employees from their own Government are exempt from 
taxation. On similar considerations, interest on Govern- 
ment securities held by ruling Chiefs and Princes of India 
Income of in the Special non-transferable form of Govern- 
Native Chiefs, ment Promissory Notes, is declared exempt.^ 


1 Statistical Abstract relating to British India, 1915-16 to 1924-5- 
* Vide Income Tax Manual, pp. 87 and 87a. 

« Section 60, Act XI of 1922. 
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This immunity which the Native Chiefs of India enjoy 

has its pareUel in Great Britain where income from British 

sources is not taxed to foreign Governments.^ 

The other exemptions recognized in India are those 

which have been prompted by considerations of pubhc 

poUcy. Income derived from property held under a religious 

or charitable trust, income from voluntary contributions 

devoted to the same purpose and income devoted by 

Universities solely to educational work are not subject to 

income tax. By exempting income of this character, the 

State shows its appreciation in a visible form of the activities 

of these institutions. It is, however, well known that a 

considerable proportion of the income from property held 

under religious trusts in India is used in a manner not 

always conducive to social welfare. Too often the property 

Income of is apt to be regarded as a personal possession 

Charitable, those administering the trusts, and the 

Educational, . t 1 • t 

and Local income diverted to purposes not sanctioned 

Bodies. by the originator of the trust. The Govern- 

ment should consider whether the privilege of exemption 
from taxation should always continue irrespective of the 
particular circumstances of each case. 

The income of the '' local bodies from whatever source 
derived is also exempt. The local bodies are the 
creations of the State, their duty being to assist the State 
in a sphere in which it cannot usefully interfere, either 
because the work is of a character requiring minute super- 
vision which the State is not competent to bestow, or 
because the work requires a knowledge of local conditions 
which the State does not possess. The expenses of the 
local bodies, which expression means in India a Municipal 
Committee, District Board, Port Commissioners, or other 
authority legally entitled to or entrusted by the Govern- 
ment with the control or management of a municipal or 
local fund, are met from funds raised by the levy of rates 
and taxes properly so called, or from trading activities of 
a miscellaneous though minor character. Great Britain 
and India have followed different policies, so far as the 
^ Vid$ Spaulding : Income Tax in Great Britain and the U,S.A,, p. 163. 
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taxation of the income of the local bodies is concerned. 
Under the English law the profits derived by the local 
authorities from their trading activities, from their owner- 
ship of tramways, gas, electric and water works are brought 
under taxation. But local bodies are not taxable on the 
proceeds of their rates. ^ In India, on the other hand, their 
entire income, from whatever source derived is immune 
from taxation. 2 This may at first sight appear to be a 
radical difference in the tax systems of the two countries. 
But on closer examination the difference disappears to a 
great extent ; for municipal trading is yet in its infancy 
in India and, barring the three Presidency towns of Calcutta, 
Bombay and Madras, the extent of municipal trading is 
insignificant. In Bombay during 1925-6 the municipal 
budget estimated an income of a little over Rs.7,500,000 
from municipal enterprise and municipal property, out of 
a total estimated revenue of Rs.34, 096,950. In the other 
Presidency towns, revenue from municipal trading formed 
quite a small proportion of the total income.® The scope 
for the extension of municipal trading in India does not 
seem to be very large, as in 1921 there were only twenty- 
seven municipahties with a population of over 100,000 
persons. In Great Britain the net profits derived from 
municipal trading in 778 towns amounted approximately 
to ;^8 milhons in 1924.^ In view of these facts no useful 
purpose will be served in India by following the lead of 
Great Britain. From the point of view of economic and 
pohtical science also a fairly strong case can be made out 
for the continuation of the existing Indian practice. In 
the first place if the income from the trading activities of 
the municipal or local bodies be subjected to taxation, the 
taxes are ultimately paid by the rate-payers. Since local 
rates are proportional and not progressive, injustice is 
involved in this policy. In the second place where profits 

1 Report of the Royal Commission on the Income Tax, 1920, para. 529 ; 
Spaulding : Income Tax in Great Britain and the U.S.A., p. 152. 

a Section 4 (3) (iii). Act XI of 1922. 

a See Shah and Bahadurji : Constitution, Functions and Finance of 
Indian Municipalities, p. 378. 

*Shah and Bahadurji, Ibid., p. 435. 
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are made by local bodies in the conduct of some public 
service, these profits are used for some purpose within their 
powers as public bodies. In the third place local bodies 
may be regarded as exercising a delegated power which in 
a less developed community is exercised by the State itself. ^ 

In considering the subject of exempted income it is 
necessary to bear in mind a distinction drawn in India. 
There are certain items of income which enjoy an immunity 
from taxation in more than one sense. Not only are such 
items not subject to income tax, but they are not taken 
into account in determining the liability to taxation of an 
individual, or in determining the rate at which income tax 
should be levied on other sources of income. Under this 
class come such items as agricultural income, the yield 
of postal cash certificates, income from post office savings 
banks deposits, payments received by members of co- 
operative societies and a few other small items. These 
are excluded from consideration altogether. But such is 
not the case with regard to two other sources which are 
themselves tax free, but which are included in the total 
income in order to determine the liability of an assessee to 
income tax or the appropriate rate at which the tax is 
imposed. These are income derived from Government 
securities declared to be tax free by the Government, and 
income which is saved for the purpose of paying insurance 
premium on the hfe of an assessee. 

During the last European War, India followed the lead 
of some of the belligerent countries in issuing war loans 
Tax Exempt which were income-tax free.^ The practice 
Securities. Qf issuing tax-free securities has been con- 
demned by economists as being fundamentally inconsistent 
with the maintenance of a progressive income tax.^ A 


* Vide Third Report of the Royal Commission on Taxation in Australia, 
sections 450-63. 

* The following securities^ were issued : Government of India War 
Bonds 1920, 1921, 1922, 1923, 1925, and 1928 ; 5 percent. Loan 1945-55 '» 

5 year 6 per cent, bonds 1926 ; 5 year 6 per cent, bonds 1927 ; lo year 

6 per cent, bonds 1930 ; 10 year 6 per cent, bonds 1931, 10 year 6 per 
cent, bonds 1932 ; 10 year 5 per cent, bonds 1933. 

® See Lutz : Public Finance (1925) pp. 506-12 ; Scligman : Studies in 
Public Finance, Chap. VII ; article by Hinrichs on The Cost of Tax 
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tax exempt security destroys the efficiency of a progressive 
tax, in so far as the tax is intended to throw a heavier 
burden of pubhc expenditure on those who are best able 
to bear it. Tax exemption is uneconomical from this 
point of view. It has also the effect of driving capital 
into the tax exempt securities. The result is an unjust 
discrimination against private industry which is compelled 
to pay a relatively high price for the capital required by it. 
The argument usually advanced in favour of tax exemption 
is that it enables the Government to borrow at a low rate 
of interest. But it is probable that the gain in the lower 
rate of interest is more than counterbalanced by the loss 
of revenue, particularly when steeply graduated taxes are 
imposed. 

But while it is easy to condemn the Government on 
theoretical grounds, it is well to bear in mind that India 
erred in this respect in the company of other belligerent 
countries, U.S.A., for instance. Viewed as a war measure 
the policy of tax exemption succeeded in raising quickly 
the required sum of money. Then, again, it should be noted 
that the evils of tax exemption are minimized to a great 
extent in India, as the securities, although exempt from 
the ordinary income tax, are subject to the super-tax.^ 

The portion of the income which is spent in paying life 
insurance premium stands on the same footing as the 
Taxation of income derived from tax-free securities. The 
Savings. exemption does not have the effect of reducing 

total income for the purpose of determining taxabihty or 
the appropriate rate chargeable. The limitations on this 
exemption are threefold. In the first place, abatement of 
taxation is authorized in respect of premiums paid by the 
assessee to effect an insurance on his own life or on the 
hfe of his wife, or in respect of a contract for a deferred 
annuity on his own life or on the hfe of his wife.'" In the 
second place the abatement can be claimed in respect of 
premiums not exceeding one-sixth of the total income of 


Exempt Securities” in the Political Science Quarterly, June, 1926. 
Report of the Committee on National Debt and Taxation (1927), Section II, 
pp. 56-9. 

1 See section 8 and section 58 (i) of Act XI of 1922. 


O 
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the assessee. In the third place the allowance is not 
available for super-tax purposes.^ 

The concession in respect of savings in the form of life 
insurance premium was first introduced in India in 1886, 
and has been continued ever since. In Great Britain the 
principle of exemption was recognized in the first Income 
Tax Act of 1799, but was abandoned in 1842. It was 
revived by Mr. Gladstone in 1853 ^ order to mitigate the 
taxation of savings to a certain extent. In recent years 
in addition to the normal life insurance policy which secures 
a capital sum at death, other types of policies became 
common in Great Britain, namely those which were merely 
forms of investments rendered profitable by the rise in 
the rate of income tax. The result was that the Govern- 
ment were obliged to interfere in 1915 and 1916, with a 
view to stop the leakage of revenue which arose. The 
rules framed by the Government were directed against 
those types of policies which did not secure a capital sum 
at death. 2 Barring this particular feature of British 
income-tax administration, it is possible to maintain that 
the British and the Indian systems resemble each other in 
so far as one particular form of saving is singled out for 
favourable treatment. This feature, however, is not 
peculiar either to the British or to the Indian income tax, 
for it is generally recognized that income tax as ordinarily 
administered difierentiates against savings in general (with 
the exception of life insurance premia), by striking savings 
when they are made, and again once more when they yield 
an income from investment.^ To this extent there is a 

‘ Vide section 15, Act XI of 1922. 

* Royal Commission on the Income Tax, 1920, sections 291-3 ; Spaulding : 
Income Tax in Great Britain and the U.S.A., p. 166. 

* There is also another sense in which income tax as levied in Great 
Britain and in India is prejudicial to saving. The following observations 
of Mr. J. M. Keynes and Dr. Dalton before the Colwyn Committee will 
make this clear. Mr. Keynes remarked : “ Income tax is especially 
deterrent to saving in so far asat falls on funds which naturally accumulate 
at compound interest and where no question of personal expenditure 
can enter in, e.g., the funds of insurance companies and the reserves 
retained by joint stock companies to provide further capital against an 
increase of their business. The latter is increasingly the way by which 
industry secures additional funds.'* Dr. Dalton said : “ I suggest in 
particular the following reliefs . . . (c) a reduction in the rate of tax on 
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discrimination against the “ saving use '' as against the 
'' spending use of income. The most obvious way of 
removing this element of inequahty and of exempting all 
forms of savings from taxation is to convert the income 
tax into a tax on expenditure.^ It is apparent that the 
suggested course, however desirable from a theoretical 
standpoint, is impracticable on account of administrative 
and other difficulties. Nor is it possible to reform the 
existing system by extending to other forms of savings the 
concession which is enjoyed only by life insurance premium. 
It may be noted in this connection that the Government 
of India were obliged to reject a proposal which was made 
in 1918 to extend the privilege of exemption to all premia 
paid for effecting insurance for children's education. The 
possibihties of fraud and evasion are so great in a proposal 
of this character that it was felt administratively difficult 
to accept it. It is quite true that there is a loophole 
for fraud even with regard to life insurance policies, for the 
facilities which exist for borrowing on the security of these 
policies might be utilized by dishonest assessees for evading 
income tax. The protection of the Treasury, however, 
lies in human nature, for there is an element of permanency 
in life insurance which is not possessed in equal degree by 
any other form of thrift." Thus it happens that only one 
form of saving is recognized for income-tax purposes. 
As the British Royal Commission on the Income Tax 
remarked : 

If an allowance were extended to any other form of saving, 
it would be difficult to withhold it from all forms ; but since 
methods of abstention from the consumption of income are 
infinite in variety, an allowance for all forms of saving would be 
quite impracticable." ^ 

Having considered the nature of the income concept, 
it is now necessary to discuss the tests of liability to taxation 
in India. The income tax is levied on all income, profits 

undistributed profits. ... As regards (c), a genuine encouragement to 
saving would result, though care would need to be taken to prevent 
fraud through the formation of one-man companies, etc." 

1 Pigou : A Study in Public Finance, p. 139. 

^ Para. 297, Royal Commission on the Income Tax, 1920. 
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or gains (with certain specified exemptions already noted) 
'' accruing or arising or received in British India/' ^ The 
Tests of determining tests of hability to taxation are 

Liability to two in number, viz., (i) the origin of income 
Taxation. within India, and (ii) receipt within India of 
income originating abroad. 

The first principle is the more important and fundamental 
of the two, and explains by far the largest proportion of 
the receipts from income tax. According to this principle 
the tax is levied on aU income accruing in British India, 
whether the recipient of income is resident in British India 
or not. If the profits and gains accrue within the county 
to any non-resident from any business connection, then 
the agent of the non-resident is chargeable with the tax, 
and is deemed to be an assessee in respect of the tax.^ It 
is one thing to lay down a broad proposition of this char- 
acter and a quite different thing to carry it out in actual 
practice. Rules have been framed with a view to assist 
the income-tax authorities in determining the profits which 
should be deemed to accrue in India, but these leave con- 
siderable discretion to the authorities, the exercise of which 
calls for judgment and tact on the part of the revenue 
authorities. The Income Tax Officer is given the power 
of determining the income of non-residents at a reasonable 
percentage of the turnover, or at an amount which bears 
the same proportion to the total profits as the receipts 
accruing in India bear to the total receipts of the business.^ 
Where this method is unsuitable the profits may be fixed 

in such other manner as the Income Tax Officer may 
deem suitable." The Indian Taxation Inquiry Committee 
came to the conclusion that it would be desirable to frame 
more definite rules as far as practicable. They suggested 
that income accruing to non-resident business men carrying 
on trading operations in India, through agents or branches, 
should be deemed to be neither greater nor less than that 
which was deemed to accrue to an Indian resident similarly 

^Section 4 (i), Act XI of 1922. 

* Vide section 42 (i). Act XI of 1922. 

* Vide Rule 33 of the Board of Inland Revenue, Notification No^ 3 — 
I.T., dated the ist April, 1922. 
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situated. The taxable profits of non-residents may be 
divided into two classes, viz., those accruing to a selling 
branch and those accruing to a bu5dng branch. The 
profits arising from sale through agents of goods produced 
outside India should be ascertained on the basis of 
the profits which might reasonably be expected to have 
been earned by a merchant, or where the goods are re- 
tailed by or on behalf of the manufacturer or producer, 
by a retailer of the goods sold who had bought from 
the manufacturer or producer direct.*' ^ Witlr regard to 
a buying branch the Committee suggested that the proper 
method of ascertaining the profits made in India was to 
take the difference between the cost price of the goods 
bought in India and their market price f.o.b., less the 
expenses of getting them f.o.b. While these rules are 
eminently fair and reasonable they do not carry us very 
far in determining the exact taxable profit. They call 
for the exercise of the same discretion in the assessing 
authorities as the existing rules do. Even when these 
rules are interpreted in a reasonable manner difficulties 
are likely to arise in connection with the question whether 
certain profits or gains '' accrue from any business connection 
in India." A company, for instance, may buy goods in 
India through agents and sell them abroad. Are the 
profits accruing from such sales effected outside India liable 
to Indian taxation } This very question was the subject 
of reference to the Calcutta High Court which has answered 
the question in the affirmative. The facts of the case were 
briefly these. ^ Rogers Pyatt SheUac Co. was incorporated 
in the U.S.A. and had its head-quarters in the city of New 
York. The company had a branch office in Calcutta to 
buy gum, shellac and other Indian products and a factory 
at Wyndhamgunj in the United Provinces. No sales were 
conducted in India. The goods were purchased partly on 
behalf of a Gramophone Company which paid the Rogers 

1 Vide Rule 12 of the English General Rules, Income Tax Act, 1918 
(8 & 9 Geo. V, Ch. 40), also Report of the Indian Taxation Inquiry 
Committee, section 236. 

2 Vide re Rogers Pyatt Shellac Company vs. The Secretary of State for 
India in Council — /. Income Tax Manual (1925), Vol. II, p. 24. 
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Pyatt Company a fixed percentage on the purchase plus 
expense. The remainder of the goods was sold in the open 
market. It was held on these facts that the company was 
liable to pay income tax on the whole of the profits. The 
most important point to be noted in this connection is that 
the contract for sale was made not in India but abroad, 
and yet the whole of the profit arising from such sale was 
declared by the courts liable to taxation in India. The 
Taxation Inquiry Committee suggested that legislation 
would be necessary to nullify this decision. Early in 1928 
the Government of India made an effort to put on a sound 
basis the method of taxing the profits arising out of pur- 
chases for export from India. But the attempt proved 
futile, as the Government and the commercial community 
could not come to an agreement on the subject.^ 

We have hitherto considered the liability to taxation of 
those profits which are earned in India by non-residents 
Taxation of through the establishment of regular agencies. 
Foreign Firms. times, however, non-resident companies 
derive substantial profits through their connection with 
Indian firms which are not technically agents or branches 
of such companies. By a suitable manipulation of accounts 
between the non-resident parent company and the sub- 
sidiary Indian company, it is possible to show that the 
Indian company is making very little or no profits at all. 
To bring such profits under taxation it is provided that 
where a non-resident in British India not being a British 
subject carries on business with a resident, income tax is 
chargeable to such non-resident in the name of the resident 
as if such a resident person were an agent of the former, 
if it appears to the Income Tax Officer that owing to the 
close control exercised by the non-resident over the resident, 
the course of business between these persons is so arranged 
that the business done by the resident in pursuance of his 
connection with the nomresident produces to the resident 
either no profits or less than ordinary profits which might 

* Sir Basil Blackett observed as follows (Indian Legislative Assembly, 
20th February, 1928) : ** We are not entirely contented with the existing 
section, but in the absence of considerable agreement as to the method 
of amending it we are prepared to try and work it further.*' 
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be expected to arise in the business. This provision of 
the Indian Income Tax Act is borrowed from the English 
law on the subject ^ and was first adopted in India in 

The implications of the principle of origin of income have 
not been logically carried out in India, for certain categories 
Certain Special of income, though accruing or arising in India, 
Cases. have been declared to be exempt from Indian 

taxation. Thus allowances, salaries or pensions accruing in 
India, but paid in sterling in the United Kingdom, or by 
means of a negotiable rupee draft in India, are exempt 
from Indian taxation. This order strikes us as anomalous 
when we find that salaries paid by the Government to their 
officers in the Native States of India are not similarly privi- 
leged.® If it is contended that the exemption from Indian 
taxation is one of the conditions of the employment of 
these officers it is far better that their salaries should be 
increased, rather than they should continue to be exempted 
" from considerations other than those of taxation.'' ^ As 
a matter of fact this contention regarding exemption has 
no validity, for the orders fixing salaries were passed long 
before income tax was first imposed. If it is once decided 
to subject such salaries to Indian taxation, the pensions of 
these officers also become automatically liable, for it is a 
universally recognized principle to regard pensions as deferred 
salary. The Taxation Inquiry Committee, however, held 
on what would appear to be insufficient grounds that with 
regard to pensions “ the claims of domicile should prevail." ® 
Now that the rules regarding the avoidance of double taxa- 
tion within the British Empire have come into force, such 
incomes should be subject to Indian taxation in precisely 
the same way as any other income accruing in India. Of 
course the recipients of such income are in no way pre- 
judiced by the proposed change, which affects only the 

1 Vide section 31 (3) of the Finance (No. 2) Act of 1915 and General 
Rules 7 of the English I.T. Act, 1918. 

* Vide section 33 of Act VII of 1918 ; see ante, Chapter X. 

3 Section 7 (2), Act XI of 1922. 

Vide Report of the India Taxation Inquiry Committee, p. 192, and 
Memorandum by Dr. R. P. Paranjpye— p. 414 of the Report. 

3 Section 233 of Report of the Indian Taxation Inquiry Committee. 
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distribution of the proceeds between the British and Indian 
treasuries. 

The income tax authorities in India have also taken it 
upon themselves to declare that salaries or allowances paid 
in the United Kingdom to employees of private firms or 
companies carr3dng on business operations in India should 
be exempted from Indian income tax, if the companies or 
firms are bound under a contract of agreement, or have 
agreed as a general measure, to pay such allowances in the 
United Kingdom.^ This is an indefensible arrangement 
which allows two private individuals by the mere fact of 
their entering into an agreement to deprive a State of its 
undoubted right to tax aU income originating within it. 

The other categories of income accruing in India which 
are exempted from Indian income tax are the interest 
guaranteed to the railway companies by the Secretary of 
State for India, interest on the sterling securities of the 
Government of India, and interest on sterling securities 
issued by British companies carrying on business in India. 
The economic effect of these concessions depends on the 
fact whether capital which would not otherwise be invested 
in India is attracted or not. To the extent that this exemp- 
tion increases the supply of loanable capital in India the 
effect is wholly beneficial. A predominantly borrower 
country like India has nothing to gain by the imposition 
of additional burdens on foreign investors. ^ But now that 
rules have been framed for the avoidance of double taxation 
within the British Empire, there is no reason why the Indian 
Treasury should continue to make a sacrifice of revenue. 
The interest on sterhng loans, which is paid out of Indian 
revenues, should now be subject to Indian income tax. 

While the principle of origin of income is the more impor- 
tant of the two tests which determine the liability to taxa- 
tion, the other principle, viz., that of receipt within India, 
also finds a place, though a subordinate one, in the Indian 
tax system. Thus the profits and gains of business originat- 

* Income Tax Manual (1925), Vol. I, p. 94. 

* Vide Report on Double Taxation by Seligman, Stamp and Einaudi, 
also Report of the Colwyn Committee, para. 176. 
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ing outside British India are taxable if brought into India 
within three years of the end of the period in which they 
accrued.^ This provision of the law was first inserted in 
the Act of 1922. There was no corresponding provision 
in the previous Income Tax Acts, with the result that such 
profits or gains were brought out to India at intervals, and a 
claim put forward that as such income was not received in 
British India in the year in which it arose, it was not income 
but capital. 

We are now in a position to compare and contrast the 
position in India with that in Great Britain, so far as the 
The Position tests of liability to pay income tax are con- 
in Great cemed. The position in India is fundamentallv 
in India" Con- different from that adopted in most other 
trasted. Countries, including Great Britain. In actual 

practice most Governments tax not only income originating 
in their territories, but also income accruing to their resi- 
dents wherever it originates. ^ With a view to determine 
the liability of residents in respect of income from foreign 
possessions, stocks, shares, rents, and foreign securities, 
assessees in the United Kingdom are classified according to 
residence in three distinct divisions as follows ; 


(d) Persons ordinarily resident in the United Kingdom. 

(b) Persons not domiciled in the United Kingdom, or if British 
subjects not ordinarily resident in the United Kingdom. 
{c) Persons in the United Kingdom for some temporary pur- 
pose only, and not with any view or intent of establislxing 
residence therein, and who have not actually resided 
in the United Kingdom at one time or several times for a 
period equal in the whole to six months in any year of 
assessment. 

Thus if a person mentioned in class {a) above, i.e., a person 
ordinarily resident in the United Kingdom is engaged in 
the conduct of foreign business, he is taxed on the entire 
share of profits whether remitted to the United Kingdom 

1 Section 4 (2) of Act XI of 1922 as amended by the Income Tax 

(further Amendment) Act, 1923 (Act XXVII of 1923)- . 

2 Vide Pigou : A Study in Public Finance, p. 190 ; also an article by 
F. Allemes on “ The Problem of Double Taxation "—Fcowowica, June, 
1926. 
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or not.^ The principle which underlies the decision is that, 
as the assessee is ordinarily resident in the United Kingdom, 
his income from business is deemed to arise from trade 
carried on within the United Kingdom. The law of Indian 
income tax on the other hand does not seek to draw subtle 
distinctions between a person not ordinarily resident in the 
United Kingdom and one in the United Kingdom ‘‘ for 
some temporary purpose only with a view to determine 
his tax-paying liability, but it seeks to emphasize the fact 
whether income is actually received in British India or not. 
The liability to taxation turns not on residence but on 
actual receipt in India. Indeed, it has been decided by 
the courts that a person residing in British India but carry- 
ing on business by means of agents in various places outside 
British India is not liable to Indian income tax, if the income 
is not transmitted to him in British India. ^ 

It is no doubt possible to adduce arguments for the adop- 
tion of the British system in India. It is possible to main- 
tain on theoretical considerations that as the Government 
of India, as an integral part of the British Empire, protect 
the interest and property of Indian residents in other coun- 
tries, the revenue authorities are justified in demanding a 
contribution from residents in respect of property situated 
abroad. Besides, taxation in proportion to ability does not 
admit of exclusion of incomes accruing abroad. But the 
strength of these theoretical arguments is attenuated by 
the very important practical consideration that Great Britain 
has a reason for taxing income originating abroad which 
India has not. Revenue derived from investment of British 
capital all over the world forms a very large source of income 
to Great Britain, and a great part of the British military 
and naval expenditure is incurred to protect these invest- 
ments. 

A comparative survey of the conditions under which 
income tax is administered in Great Britain and in India 
has revealed a few striking differences in the outlook of the 


* Spaulding : Income Tax in Great Britain and the U.S.A., p. 48. 

• Vide I.L.R.t Vol. XLIII, Madras, p. 75 — Board of Rev. Madras vs. 
Ramanadhan Chetty* 
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taxing authorities in the two countries. The most impor- 
tant of these differences, e.g., in the matter of taxation of 
the income of residents accruing from foreign sources, in 
the treatment of local bodies, in the curtailment of conces- 
sions in the case of certain type of life insurance policies in 
Great Britain, are capable of rational explanation in view 
of the variations in the local circumstances of the two coun- 
tries. But the impression which one gathers from a study 
of the tax laws of the two countries is that the similarities 
are much more important than the differences. - Whatever 
may have been the practice in the past, administrators in 
India at the present time look more and more to British 
experience for guidance when confronted with vexed prob- 
lems of income-tax administration. It is significant that 
some of the provisions of the Income Tax Acts of 1918 and 
1922 are borrowed verbatim from the English law on the 
subject. There is nothing unusual in this course. To the 
extent that the economic conditions in the two countries 
resemble each other, the experience and knowledge which 
one country has acquired as a result of years of working, is 
naturally utilized by the other. 



CHAPTER XII 


ALLOWANCES AND DEDUCTIONS 

This chapter deals with the subject of allowances and 
deductions that are made in computing the tax-paying 
The Concept liability of the assessee. What the taxing 
of Net Income, authorities desire to assess is net income, i.e., 
gross income minus whatever expenses are incurred in earn- 
ing that income. Theoretically speaking, the assessee's 
expenditure on food and clothing and shelter should be 
deducted to determine the net income. But it is a univer- 
sally recognized practice to deduct only those items of 
expenditure which are incurred in immediate and special 
connection with work or equipment from which income is 
derived.'" ^ The tax is payable in India by an individual, 
Hindu undivided family, company, firm and association of 
individuals. It will be convenient to study the respective 
deductions permissible in the case of each of these assessees 
in the order named above. 

At the outset we must draw a distinction between total 
income " and assessable income. An individual's '' total 
income " determines whether he is at all liable to the tax 
and, if so, the appropriate rate applicable to him.^ ® Assess- 
able income is that part of the total income " on which 
the rate as determined by the '' total income " is applied. 
An individual's total income " is computed with reference 
to his income from salaries, securities, property, business, 
professional earnings and other sources. All perquisites 
received by an employee in-place of or in addition to salary 

^ Pigou : A Stvidy in Public Finance, Part II, Chap. VII, p. 4. 

* Vide sections 3, 15, 16, etc., of Act XI of 1922. | 

* The term “ assessable income ” is not used in the Act of 1922. Never- 
theless a distinction exists in practice between “ total income and 
“fissessable income/' 
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^11 


or wages, all house-rent allowances, the value of rent-free 
quarters form part of the total income. In particular it is 
taken to include the following items : 

{a) dividends received by him as a shareholder in a company, 
though such dividends may have been assessed to income 
tax in the hands of the company ; 

{h) the income from partnership, although this income may 
have been assessed to tax in the hands of the firm ; 

(c) insurance premia paid by him for insuring his own life 

or the life of his wife, or contributions compulsorily 
deducted under the authority of the Government for 
the purpose of securing a deferred annuity or for making 
provision for his wife and children, even though the 
premia and the contributions are themselves tax free ; 

(d) interest on securities declared to be tax free ; 

{e) interest on other securities. 

In the case of those items from which income tax is deducted 
at the source, e.g., (a), (b) and (^), the amount of tax paid 
is added to the receipts for the purpose of computing the 
total income. 

The total income of the assessee having been first deter- 
mined, certain deductions arc allowed with a view to deter- 
mine the assessable income. The permissible deductions 
vary according to the source of the income. Thus where 
the income is derived from office, employment, profession 
or vocation, expenses wholly and necessarily incurred in the 
performance of the duties of an office or vocation as the case 
may be are allowed as deductions, care being taken to see 
that the items deducted are not in the nature of personal 
expenses. Money spent by the assessee for the maintenance 
of a motor-car or in employing a servant for travelling to 
and fro from his place of business is treated as personal 
expense, and hence no deduction is permissible on this 
account. Again, if the income is derived from securities 
and the assessee has obtained a loan from a bank for pur- 
chasing those securities, a set off is allowed in respect of 
the interest he has to pay against his total income, provided 
that the money was specially borrowed for the purpose of 
purchasing the securities.^ In the case of income from 

1 Vide Income Tax Manual (i 925 )> p. 95* 
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property consisting of any building used for residential 
purpose, the assessee is chargeable in respect of the hona- 
fide annual value thereof subject to certain deductions. 
The permissible deductions in respect of any property not 
devoted to business purpose are the following : 

[a) sums paid on account of land revenue ; 

(5) sums paid to insure the property against damage, or where 
property is subject to mortgage, sums paid in respect 
of interest on such mortgage ; also a sum equal to one- 
sixth of the annual value for repairs. 

(c) a sum not exceeding 6 per cent, of the annual value for 
collection charges and a proportion of the annual value 
for vacancy, varying according to the period of vacancy, 
if any. It is obvious that where full allowance is claimed 
in respect of collection charges, the allowance for vacan- 
cies is cut down. Conversely, where full allowance is 
claimed for vacancy that for collection charges is reduced 
to nil. 

The only limitation placed by statute on these deductions 
is that taken in the aggregate they should not exceed the 
annual value of the property in respect of which they are 
claimed. As the Act of 1922 allows losses under one head 
of income to be set off against gains under another, this 
limitation was inserted in order to prevent the annual value 
of property from being reduced to a negative quantity. 

There are two questions of some practical importance 
which require to be discussed in this connection in order 
The Deduction realize the full significance of the deductions 
of Municipal p)ermitted by law. The question has been 
Taxes. discussed from time to time in India whether 

municipal taxes or rates paid in respect of property, should 
be allowed as deduction for the purpose of the assessment 
of income tax, just as land revenue paid to the Government 
is so treated. It was urged, for instance, in 1922 in the 
Indian Legislative Assembly that municipal taxes should 
be deducted from the rent accruing from residential premises, 
and that the income tax sliould be assessed only on the 
balance.^ The proposal was negatived mainly on the ground 
that municipal rates and taxes are generally in the nature 

^ See proceedings of the Indian Legislative Assembly, 25th January, 
1922 : Consideration of the Report of t^ Select Committee on the I.T, Bill. 
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of beneficial taxes, and as such they represent prices 
paid for benefits received from local bodies, e.g., supply of 
water, scavenging, etc. It is, however, noteworthy that in 
the case of business premises municipal rates and taxes, 
which are payable irrespective of whether profits are made 
or not, are allowed as deductions from business profits.^ 
This may at first sight appear to be an anomaly which it 
is not possible to explain on any rational basis. But a 
moment's reflection will show that business premises stand 
altogether on a different footing from residential premises. 
In the case of business premises even if the deduction of 
rates and taxes be not specifically provided for by law, such 
items should in any case be treated as expenses wholly and 
necessarily incurred for the purpose of business. But it 
would be doing violence to the language of statute to regard 
municipal taxes as incurred solely for vocation or profes- 
sion. At a meeting of the Bengal National Chamber of 
Commerce held in Calcutta in August, 1927, it was urged 
that municipal rates should be considered as a charge on 
the property, and as such should be deducted from income. 
As the Chamber put it, '' in business such deduction is 
allowed in determining income tax. Why should not such 
deduction be allowed in the case of a landlord ? " The 
answer to this query obviously is that such payments con- 
stitute personal expenses to the landlord, whereas they are 
business expenses to a firm.^ 

Another claim which is often put forward is that in esti- 
mating a man's income for the purpose of assessing income 
Deduction for interest payable by him in respect of 

Interest on any debt should be deducted. It is contended 
Debts. +1.^+3^ should be taxed according to his 

^ Section 2 (&) of Act III of 1928. See also the debates in the Indian 
Legislative Assembly, 20th February, 1928. 

“ It must be pointed out in this connection that for many years before 
the passing of the Act of 1922, it was the practice in some Provinces 
to allow the owner of residential properties to deduct from rent the 
amount of any municipal or other tax paid by him as owner (see Burma 
Income Tax Manual, 1905, Direction 25 and the Note). The view was 
taken that a municiped tax was a payment for advantages which increased 
the rent and should not be treated as income. It was regarded as a con- 
tribution which produced the rent out of which it was paid, and the 
net income was the rent after deduction of the tax. 



214 


THE INDIAN INCOME TAX 


ability and not in proportion to his liability. To take an 
illustration, if an assessee has an income of Rs.2,000 a year 
and is in debt in respect of which interest is payable amount- 
ing to Rs.3,oooa year, he should be exempted from taxation 
altogether, as he has no income but a recurring liability of 
Rs. 1,000 a year. This contention, however, overlooks the 
whole basis on which income tax is generally assessed. 
Income is always taken to mean the surplus of receipts 
over expenditure incurred solely for the purpose of earning 
those receipts. In such a view of income no notice can be 
taken of how that income is spent. A part of the income 
may be spent to meet private expenses and the balance in 
anticipating the future income, and if a deduction were 
allowed in respect of this latter sum, it would be putting 
an undesirable premium on extravagance. A claim for 
deduction in respect of interest on debt in this unqualified 
form cannot be sustained either from the social or the 
economic point of view. When, however, the claim is put 
forward in respect of debts incurred for business purposes, 
it is regarded as a reasonable one and is universally 
admitted. 

The deductions and reliefs which we have hitherto con- 
sidered are the only ones that are allowed to individuals in 
Marriage and d^l^rmining their assessable income. It will 
Children be noticed that the Indian system does not 
Allowances. recognize the practice of giving abatement of 
income tax to assessees with or without children and depen- 
dants, or to bachelors who are under the necessity of employ- 
ing housekeepers. In Great Britain the tax system is 
adjusted on the basis of the liabilities attaching to the 
family as a whole. It is possible to maintain that the view 
acted upon in that country is the only logical basis which 
it is at all possible to adopt in connection with income 
tax. Those who disregard the liabilities of the entire 
household fail to apprcTciate the true place of income 
tax in the tax system of a country. It is well known 
that expenditure taxes press with undue severity on 
the poorer sections of the community. These taxes fail 
to take note of the domestic circumstances of the tax- 
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payer, thereby disregarding the subjective basis of tax- 
ation.^ 

The Indian Taxation Inquiry Committee considered the 
question of the suitabihty of granting relief in India in 
respect of marriage or the maintenance of children and 
dependants, and came to the conclusion that no change was 
called for in the existing system. The considerations which 
weighed with the Committee in coming to this conclusion 
do not, however, carry conviction. The Committee argued 
that whereas the exemption limit for the purpose of the 
assessment of income tax was based on the cost of sub- 
sistence in most countries, in India, on the other hand, the 
existing hmit had been placed at Rs.2,000 a year mainly 
on the ground of administrative convenience, and was much 
higher than that necessitated by the cost of subsistence in 
India. The Committee remarked that when the hmit was 
raised to Rs.2,000 in 1919 

** one of the principal reasons . . . was the very large number 
of assessees falling within the lower range of income and the small 
sum realized by including them within the scope of the tax in 
relation to the trouble and expense involved in the assessment 
and collection of the duty.*' ^ 

It therefore seemed right to the Committee to set off the 
higher exemption limit against the absence of allowances 
in respect of dependants." 

It is strange to find an argument of this character brought 
forward by a Committee which included a distinguished 
representative from the British Board of Inland Revenue. 
For whatever may be the considerations which fix the 
exemption Hmit in other countries, in Great Britain, at any 
rate, it has never been fixed deUberately and consciously 
on any consideration of the cost of subsistence, and yet this 
has not prevented the grant of allowance in respect of the 
domestic circumstances of the tax-payer. The British Royal 
Commission on the Income Tax, 1920, made the following 

^ Reports from His Majesty's Representatives abroad respecting graduated 
Income Taxes in Foreign States, Cd. 7100, 1913, p. 15 ; also Sir J. C. 
Stamp : Fundamental Principles of Taxation, pp. 17, 18. 

* Vide Report of the Indian Taxation Inquiry Committee^ p. 196. 

P 
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observations on the pre-war exemption limit in Great 
Britain : 

“ The truth is that the exemption limit has never in this country 
been based on a figure consciously related to any kind of mini- 
mum of subsistence, and that if our financial condition warranted 
it the exemption limit in 1914 might quite possibly have stood 
at £200 or £300 instead of £160/* 

With regard to the new exemption limit which the British 
Commission proposed they remarked as follows : 

While the hmits we have suggested have not been arrived at 
as merely representing the minimum of subsistence for the persons 
to be maintained out of the income, we recognize that in some 
measure the cost of living has a practical connection with the 
possible taxable capacity.’' ^ 

The truth is that in no country in the world is the exemp- 
tion limit for income tax fixed on a mere consideration of 
the subsistence level. A number of considerations, economic, 
administrative and pohtical combine to put the exemption 
hmit at a figure different from that which a mere considera- 
tion of the cost of subsistence would warrant. In fixing 
the exemption hmit regard is paid to the comparative weight 
of direct and indirect taxes upon various classes of com- 
munities. In every country the proportion of income spent 
by the poor upon the taxed necessaries of fife is greater 
than that in the case of the rich. From the administrative 
standpoint regard must be had to the cost of collection of 
small amounts from a very large number of tax-payers. 
Again, regard must also be had to the proportion of pubhc 
revenue directly given back to the tax-payers in the form 
of socially beneficial expenditure, e.g., old age pensions, 
sickness and insurance benefits. ^ Nor must we ignore the 
fact that the question of pohtical franchise is intimately 
connected with the payment of direct taxes. The Indian 
Taxation Inquiry Committee disregarded these considera- 
tions, and dechned to recommend the grant of marriage 
and family allowances on the ground that administrative 

* Vide Report of the Royal Commission on the Income Tax, 1920, para. 247. 

*See the author’s evidence before the Indian Taxation Inquiry Com^ 
mittee, Vol. V, p. 260. 
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considerations had already fixed the existing exemption 
limit at an unduly high level. As a matter of fact we have 
it on the authority of the Indian Finance Member that the 
main consideration which weighed with the Government of 
India in raising the exemption limit to Rs.2,000 in 1919 
was the post-war rise of prices and the resulting hardship. 
Referring to the rise of prices and its effect on persons 
with low salaries, the Finance Member observed in his 
speech introducing the Financial Statement for 1919-20 

on none has the present range of prices fallen more heavily 
than the people on low salaries, who are caught in the 
smallest mesh of our income-tax levy. There can be no 
question that Rs. 1,000 minimum is now a serious hard- 
ship.” 

The Taxation Inquiry Committee further instituted a 
comparison between the exemption limit as it existed in 
India and that existing in Great Britain, and put forward 
the plea that the Indian hmit was higher than that in 
Great Britain. The inference obviously is that no further 
relief is called for in India. But is the exemption hmit 
really higher in India than in Great Britain ? The answer 
to the question depends on whether we have in mind the 
British exemption limit for bachelors or for married men. 
In 1925-6 the effective exemption hmits varied in Great 
Britain according to the circumstances indicated below : ^ 


Single Persons. 

Married Persons 
without Children. j 

Married Persons 
with 3 Children. 

All In- 
vestment 
Income. 

All 

Earned 

Income. 

Invest- 

ment 

Income. 

Earned 

Income. 

Invest- 

ment 

Income. 

Earned 

Income. 

£135 

£162 

£325 

£270 

£315 

£378 


It is clear from this table that the Indian exemption hmit 
is higher than that fixed for a bachelor in Great Britain 
having an investment income, but it is not so with regard 

^ Vide Repofi of the Colwyn CommiUee, para. 338. 
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to married men with children ; and it is the married men 
whom we must particularly consider, because as the Indian 
Taxation Inquiry Committee themselves pointed out, the 
circumstances of the two countries differ in view of the 
fact that marriage is practically universal in India/' ^ The 
conclusion which the Committee drew from this universal 
practice of marriage in India was that it was not possible 
to grant married persons relief, because bachelors who 
might be called upon to make good the loss of revenue 
were small in number. This consideration though relevant 
is not decisive, for the claim for relief is not simply confined 
to married men as against bachelors. Equity plainly 
demands that allowances should be made for the widely 
different ability to pay of persons with large families as 
against those with small families. ^ 

The Committee were also of opinion that as there was no 
reliable and universal register of marriages, births and 
deaths, fraud and evasion were hkely to be attempted, and 
that inquiries of an inquisitorial nature would have to be 
made in order to ascertain the true facts. It is quite true 
that fraud might be attempted in a few instances, but it is 
not likely to be widespread, for a local inquiry by an Income 
Tax Officer would immediately enable him to ascertain the 
true state of affairs. In any case, it is safe to predict that 
frauds in connection with marriage and children allowances 
would be easier to detect than dishonesty which is sometimes 
practised in the preparation of balance sheets or in the 
submission of returns, of income. As regards inquisitorial 
inquiries regarding domestic circumstances, the assessee is 
not likely to resent them any more than the inquiries which 
are at present directed towards ascertaining his true income 
from all sources. 

But the strongest criticism of the views of the Taxation 
Inquiry Committee on this point is to be found in the fact 
that two of their recommendations relevant to the subject 
are inconsistent with each other. The increase in the rates 

* Vide Report of the Indian Taxation Inquiry Committee, p. 196. 

* Vide Pigou : Economics of Welfare, Part IV, Chap. VI ; also Pigou : 
A Study in Public Finance, Part II, Chap. VII 
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of income tax in recent years in India has led to the adop- 
tion of various forms of legal evasion, one of these being 
to execute a fictitious partnership deed, making a man's 
wife and children partners in a business. The result of 
this fraudulent arrangement is that each of the pseudo- 
partners becomes entitled to be taxed at a lower rate on 
his or her supposed share of income. For the purpose of 
the assessment of the super-tax also each of the supposed 
partners becomes entitled to a deduction of Rs. 507000. The 
obvious way of stopping this fraud on revenue is to lay 
down that the income of the wife should be added to that 
of the husband and the tax imposed on the aggregate thus 
arrived at. This is exactly what the Taxation Inquiry 
Committee have recommended. They remarked in this 
connection : “ Apart from this reason, it is only just on 
general grounds that the incomes of married couples living 
together should be taxed at the rate applicable to the aggre- 
gate income."^ If it is ‘'just on general grounds" to 
argue that the income of the husband and wife should be 
treated as a unit, it is equally necessary to consider the 
liabilities attaching to the family income as a whole. 

If the general principle as to the need for giving marriage 
and children allowances is^ admitted, the question of the 
determination of the exact amount of relief should not 
present insuperable difficulties. A modest beginning might 
be made by allowing a sum of Rs.200 a year for one lawfully 
wedded wife and a sum of Rs.ioo each for children up to a 
maximum of three children. The right to claim relief should 
be circumscribed by laying down that the total income of 
the assessee from all sources should be less than Rs.3,000 a 
year, and that the children in respect of whom relief can 
be claimed, if they are above the age of 16, should be attend- 
ing a recognized educational institution. Theoretically 
speaking the relief should not be limited to a particular 
income as the maximum as is here suggested, but should 
be extended along the entire scale of income from the highest 
to the lowest. But a compromise with theory is suggested 
on administrative and financial considerations. Even in 

^ Vide Report of the Taxation Inquiry Committee, para. 253. 
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Great Britain relief was originally confined to tax-payers 
with an income of not more than ^800 a year/ and has 
since been extended to all incomes. 

It will perhaps be objected that the grant of marriage 
and children allowances is likely to encourage marriage and 
the growth of population. This objection is superficial, and 
rests on the erroneous view that marriages are decided upon 
in India on a strict calculation of the economic resources 
of the individual. The relief proposed is too small to have 
any injurious reaction of the character apprehended. On 
the contrary, it is far more likely that a scheme of this kind 
will stimulate, it may be to a small though appreciable 
extent, the education of the young. 

It is now necessary to make a rough calculation of the 
number of assessees who are likely to benefit from the 
scheme outlined above, and also to make an estimate of 
tne probable loss of revenue. The Report of the Board 
of Inland Revenue for 1923-4 shows that the number of 
assessees receiving less than Rs.3,000 a year from salaries, 
professional earnings and from joint Hindu families was a 
little over 100,000 out of a total number of 283,883 assessees. 
It will be noticed that this number does not include 
persons who are in receipt of income from securities or 
from dividends. But the allowance to be made on this 
score is not likely to be very great, as some of the 
assessees who derive an income from securities and dividends 
have presumably other sources of income as well, e.g., those 
from salaried employments and professions. We may take 
it that the number of persons likely to claim this relief will 
not materially exceed 100,000. The consideration of the 
claims of these men when divided among twenty-three 
Provinces and circles into which India is divided for income 
tax work will not present insurmountable administrative 
difficulties. 2 

0 

^ Vide Report of the Royal Commission on the Income Tax, 1920, Part 
III, Section XI. 

* The twenty- three Circles in 1923-4 were as follows; (i) Madras, 
(2) Bombay, (3) Bengal, (4) U.P., (5) the Punjab, (6) Burma, (7) Behar 
and Orissa, (8) C.P. and Berar, (9) Assam, (10) North Western Frontier 
Province, (ii) Accountant-General Central Revenue, (12) Army Military 
Works, (13) Indo Posts and Telegraph Departments, (14) Indo-European 
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The loss of revenue resulting from the adoption of the 
scheme outhned above is likely to be small in amount, as 
will be evident from the following table which has been 
compiled from the Report of the Board of Revenue for 
1923-4. It shows the collections of income tax (excluding 
super-tax) from salaried persons, joint Hindu families and 
professional men. 


Grades of 

Income. 

Tax Collected 
minus Refunds. 

No. of 

Assessees. 

Rs. 

Rs. 

Rs. 

2,000-2,499 .... 

3,457,046 

69,711 

2,500-2.999 .... 

2,614,585 

35,450 

3,000-3,499 .... 

2,519.787 

29,358 

3,500-4,999 .... 

5,024,442 

46,078 

5,000-7,499 .... 

7,187,253 

39.306 

7,500-9,999 .... 

5,008,978 

18,831 

10,000-12,499 .... 

5,805,612 

12,170 

12,500-14,999 .... 

3,528.335 

5.995 

15,000-19,999 .... 

5.558,934 

7.447 

20,000-24,999 . • . . 

5.131,759 

4.273 

25,000-29,999 .... 

3,584,719 

2,350 

30,000-39,999 .... 

5,464,392 

2,508 

40,000-49,999 .... 

3,914,037 

1,759 

50,000 and over 

14,338,629 

2,963 

Unclassified .... 

457,182 

5,685 


73.595,690 

283,883 


It is clear that the adoption of the scheme of relief pro- 
posed in these pages will wipe out nearly the whole of the 
revenue derived from assessees within the grade of Rs. 2,000- 
2,499. The revenue from persons in receipt of an income 
between Rs.2,500-2,999 wiU also be adversely affected, 
though it is not possible to say to what extent. In any 
case, the loss of revenue is not likely to exceed Rs.5,000,000. 
This is a small sacrifice to make if thereby we can remove 

Telegraph Department, (15) Accountant-General Railways, (16) Raj pu tana 
Agency, (17) Ajmcre Merwara, (18) Delhi Province, (19) Coorg, (20) Balu- 
chistan, (21) Central Indian and Hyderabad Agency, (22) Civil and 
Military Station of Bangalore, (23) Audit Officer, Indian Stores Department. 
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one of the anomalies of the Indian income tax. The relief 
may be extended to income higher up the scale after the 
experiment has been tried for a number of years. 

The allowances and reliefs permissible to a joint Hindu 
family proceed on much the same lines as those permissible 
Allowances to individual with some little modifications. 

Joint Hindu Before considering these modifications, it is 
Families. necessary to explain the peculiar position of 
the joint Hindu family in the Indian legal system in general 
and the income-tax system in particular. The Hindus are 
in general governed by two different schools of law, viz., 
the Dayahhaga and the Mitakshara schools. Under the 
former school the father of the family is the absolute master 
of the property, the sons having no claim to partition the 
property or to alienate it during the lifetime of the father. 
This is the school which regulates succession practically in 
the whole of Bengal. In the rest of India the Hindus are 
governed by the Mitakshara school under which the right 
to property arises from the moment of birth. The moment 
a son is bom he becomes a coparcener with his father, and 
can legally claim a partition with him. Under the Dayab- 
haga school the sons receive only maintenance during the 
lifetime of the father, and the income tax is collected from 
the father who cannot claim to deduct the sums spent for 
the maintenance of his sons, for these are personal and 
household expenses. On the death of the father the sons 
may partition the property, in which case the share of ea^h 
individual member is liable to income tax, as the joint 
character of the family is broken up. If, however, the 
sons prefer to remain joint, the aggregate income is treated 
as a unit,^ Under the Mitakshara school of Hindu law the 
family is treated as a unit, the taxing authorities not being 
concerned with the question of individual shares, unless of 
course the family is broken up by partition. The family, 
in fact, is regarded as an^individual and taxed on a gradu- 
ated scale according to its total income. When the Hindu 
undivided family is thus treated as a unit for the purpose 
of income tax, the income received by individuals as mem- 

^ Vide V. S. Sundaram : The Law of Income Tax in India, p. 120. 



ALLOWANCES AND DEDUCTIONS 


223 


bers of such famUies cannot be taxed over again. This 
rule is necessary to prevent double taxation of the same 
income and is perfectly rational. But the law goes further 
than this, and lays down that such income should not be 
taken into account to determine the rate applicable to the 
individual income from other sources. The rule applies 
even if the total income of a joint Hindu family is less than 
Rs. 2,000 a year, and as such is not taxable at all.^ This 
feature constituted a radical departure from the law and 
practice existing under the Act of 1918 under which the 
share of the income of an individual member of a joint 
Hindu family was taken into account in determining the 
rate at which the assessee paid income tax on his other 
income. 2 The privilege was conferred in 1922 to offset the 
disadvantage resulting from the fact that a joint Hindu 
family was taxed more heavily than it would otherwise be 
if the members partitioned among themselves. When the 
family is treated as a unit, the premium paid to effect an 
insurance on the hfe of any male member or the wife of 
any such member of a joint Hindu family is exempted from 
taxation,^ It is apparent from this rule that premium paid 
by a joint Hindu family to effect an insurance even on the 
hfe of a child is exempt from taxation. This concession 
is intended to cover cases of trading famUies in which 
boys of 10 or 15 years of age go in for joint family business. 

We now come to consider the deductions that are per- 
missible in computing the profits of business. Generally 
Deductions to Speaking, the law in India follows that pre- 
Business vailing in England, section 10 of the Indian 

Concerns. Income Tax Act being largely based on 

rules under Schedule D of the English Act. Before con- 
sidering the deductions themselves, it is necessary to bear 
in mind that no complete hst of permissible deductions is 
to be found in the Indian Income Tax Act, for the simple 
reason that the Act leaves a large amount of discretion to 

^ Vide Income Tax Manual (1925), Vol. I, p. 107 ; also sections 14, 
16 of Act XI of 1922. 

* See the statement by Sir Basil Blackett in the Legislative A ssembly, 
17th March, 1928. 

* Vide section 15 (2), Act XI of 1922. 
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business men as regards the method of accounting they 
may care to adopt. Business men, for instance, are given 
the option of choosing either the cash basis or the basis of 
mercantile accountancy. Under the cash basis, in as much 
as a record is kept of the money actually received and of 
expenditure actually incurred, no allowance is permitted 
for bad debts. Under the system of mercantile accountancy, 
on the other hand, a deduction may have to be given for 
bad debts. But whatever the method of accounting adopted, 
there are certain deductions which are never allowed. It 
is a fundamental principle of income-tax law that no deduc- 
tion may be made against profits in respect of capital out- 
lay, just as accretions of capital should not, generally speak- 
ing, be added to gross receipts. Further, no company is 
allowed to deduct from its profits the interest on any capital 
that belongs to the shareholders or the owners of a business. 
But the interest on any capital that a company or a firm 
borrows from outside either by means of mortgages or by 
debentures is allowed to be deducted.^ Lastly, no deduc- 
tion is permitted in respect of expenditure which is in the 
nature of charity or presents, or expenditure which is not 
incurred solely for the purpose of earning the profits. 

The following are the deductions that are permitted under 
the Indian income-tax law : 

(a) an allowance for depreciation of plant, machinery, building 
and furniture at rates fixed by the Central Board of 
Revenue appointed by the Government of India ; 

(d) an allowance for obsolescence of any machinery or plant, 
a sum which is not the actual cost, but the original 
cost less the aggregate of allowances for depreciation 
and the sum actually realized by the sale of the obsolete 
plant and machinery ; 

(c) an allowance for current repairs and insurance against 

risk of damage to buildings, machinery and plant, the 
sum actually spent ; 

(d) rent paid for business premises and also any sum paid 

for land revenue, focal rates or taxes in respect of such 
part of the business premises as is used for the purpose 
of business. 2 

* See Income Tax Manual (1925), Vol. I, p. loi. 

* Local rates or taxes which are assessed on the basis of profits are not 
allowed as deductions — Section 2 {h) of Act III of 1928. 
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It will be evident from the above enumeration that the 
Indian income-tax law, like the law in Great Britain, recog- 
Depreciation nizes the need for allowance in the case of 
Allowance. ** wasting assets in order to prevent the taxa- 
tion of capital. In this connection it is necessary to distin- 
guish between three different kinds of allowances, viz., that 
(i) for depreciation, (ii) for obsolescence, and (iii) for deple- 
tion. Depreciation represents the decay in the plant, 
machinery and buildings due to physic^ wear and tear 
which cannot be made good by the allowance for current 
repairs. The allowance for obsolescence is granted when 
machinery or buildings become unsuitable for the purpose 
for which they were originally intended, owing to some new 
invention or changes in the condition of business. The term 
'' depletion '' is used to describe the process of physical 
exhaustion of Nature's supply of mineral or oil-bearing 
deposit or other resources limited in quantity. 

The allowances for depreciation vary with the nature of 
building or machinery and the occupation carried on. Thus 
for first-class substantial buildings of selected materials the 
allowance is fixed at 2| per cent, on the prime cost. Higher 
rates are allowed for buildings used in industries which 
cause special deterioration, e.g., chemical or soap works 
and tanneries.^ For rice, flour and bone mills the usual 
rate is 6^ per cent. ; for some kind of electrical machinery 
as much as 15 per cent, is allowed. The allowance for 
depreciation granted for any year can now be carried for- 
ward to subsequent years without any time limit if there 
are no profits in any year, or if the profit made is smaller 
than the allowance for depreciation. ^ This provision relat- 
ing to the carr5dng forward of depreciation allowance was 
recognized for the first time in Great Britain in 1907 ^ and 
in India in 1918. 

It would, however, be wrong to suppose that the law on 
the subject in India is exactly identical with that in Great 
Britain in every respect. For there are differences in detail 

^ Vide Income Tax Manual (1925), Vol. I, pp. 43-6. 

* Vide section lo {z) (vi) of Act XI of 1922. 

® Report of the Royal Commission on the Income Tax, 1920, para. 209. 
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which often make the laws of one country more liberal to 
assessees than those of another. For instance, in India 
the allowance for depreciation in respect of buildings can 
be claimed by persons carr5dng on any ‘‘ business," which 
expression means " any trade, commerce, or manufacture 
or any adventure or concern in the nature of trade, com- 
merce or manufacture." ^ The consequence of this liberal 
interpretation of the term " business " is that the allowance 
for depreciation for buildings is not confined as in Great 
Britain to those used for housing plant and machinery only, 
but can be claimed by traders in respect of their shops. It 
was urged before the Royal Commission in Great Britain 
in 1920 that all business premises, and even private houses, 
should receive an allowance in respect of gradual deteriora- 
tion they suffered by reason of natural decay. The Commis- 
sion, however, declined to extend the privilege on the ground 
that in deciding such question the probability of the simul- 
taneous appreciation of the site on which the buildings 
stood, as also of the buildings themselves, could not be 
ignored. 2 They observed: 

" There are many houses in the neighbourhood in which we 
sit which have been in continuous occupation for 200 years 
and are to-day worth much more than they originally cost. 
Even where the original fabric has disappeared, either by decay 
or because it has suited the owner to rebuild the house for other 
uses, for example, as offices or business premises, the present 
value of the mere site is in many cases vastly greater than the 
cost of the site and building together when the house was first 
erected." 

It is evident that these considerations apply with equal 
force in India, particularly in large industrial towns where 
there has taken place a phenomenal increase in land values 
in recent years. The advisability of confining depreciation 
allowance to buildings that are mainly used to house mach- 
inery and are therefore exposed to exceptional wear and 
tear caused by vibrations, should therefore be considered 
by the Government of India. 

* Vide section 2 (4), Act XI of 1922. 

® Vide Report of Royal Commission on the Income Tax, 1920, paxa. 221. 
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The allowance for obsolescence is granted in respect of 
plant and machinery when such plant and machinery are 
Obsolescence replaceci. The amount aUowed is the differ- 
and Depletion ence between the depreciated cost at the date 
Allowances. obsolescence and the sum actually realized 

for the asset when sold. Generally speaking, the Indian 
laws on this subject and those on depletion allowance closely 
follow the English practice.^ When profits or gains accru- 
ing from such wasting assets as a coal-mine are taxed, 
strictly speaking from the point of view of economic theory 
an allowance should be made for the fact that the supply 
of coal in the mine is exhaustible. The tax would otherwise 
impinge on capital. If A and B have each a capital of 
Rs. 10,000, and if A invests in 5 per cent. Government 
securities maturing in five years and B in a coal-mine which 
is estimated to yield a sum of Rs. 2,500 a year for a period 
of five years, the positions of A and B, so far as capital and 
interest are concerned, are identical. But an anomaly will 
arise if B is taxed on his supposed annual 5deld of Rs.2,500 
and A on his yield of Rs.500 a year. The fact is that the 
real income of B for income-tax purpose is considerably 
less than that represented by Rs.2,500, for this latter sum 
includes capital to the extent of Rs.2,000. The Royal Com- 
mission on the Income Tax in Great Britain were of opinion 
that income tax should have regard to the actual income 
earned by an individual during the income-tax year, rather 
than to the amount deduced from that income by a mathe- 
matical computation that must rely on very uncertain and 
variable data. They remarked : 

If the proprietor of a mine that produces an income of £5,000 
is to be granted an allowance sufficient to enable him to replace 
his capital when the mine is exhausted, it would be inequitable 
to refuse an analogous allowance in respect of the initial capital 
invested in the education and training of a lawyer, or surveyor, 
or workman whose earning power is possibly of shorter duration 
than the life of the mine” 

^ It should be noted in this connection that obsolescence allowance 
is now granted in India in respect of animals used otherwise than as stock- 
in-trade when the animals die or become permanently useless — Section 
2 (a). Act III of 1928. 
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There is some amount of truth in this contention, but at 
the same time it must be recognized that man is not merely 
an agent of production, as a steam engine or a coal-mine. 
Even if man is conceived merely as a wealth-acquiring 
machine, in Great Britain an allowance is already made for 
the human factor in production by means of reliefs granted 
to tax-payers with “ earned ^ income. There are, how- 
ever, several difl&culties in the way of granting depletion 
allowances in India. In the first place it must be recog- 
nized that considerable loss of revenue is likely to ensue 
from the extension of the allowance. In the second place, 
it is doubtful whether India possesses the administrative 
machinery and the technical knowledge necessary for the 
valuation of all the natural resources of the country. This 
last difficulty is, of course, not an insuperable one, particu- 
larly as the experience of the United States of America 
shows that it can be overcome. But if Great Britain with 
all her experience of income-tax administration has not yet 
found it practicable to attain theoretical perfection, there is 
no reason why the Government of India should go out of 
their way to give this concession. Besides, even from a 
theoretical standpoint much may be said in favour of the 
continuation of the existing Indian practice. Provided 
that the rate of the tax does not alter, an industry generally 
succeeds in dispersing the burden in course of time. It 
then obtains the current rate of remuneration. As Sir 
Josiah Stamp remarked : ‘‘ Remedying the anomaly late 
in the day may possibly be httle less than a present to the 
existing generation.” * 

There is one other allowance in respect of which business 
men in India have rightly demanded a change in the exist- 
ing law and practice of income-tax assessment. This is 
with regard to the provision for carrying forward business 
losses in the computation of profits. Under the provisions 
of the existing Indian Act if an assessee sustains a loss in 
any year under any Of the items of income, he is entitled 

^ Vide Spaulding : The Income Tax in Great Britain and the United States, 
p. 203. 

* Stamp : Fundamental Principles of Taxation (1921), p. 140. 
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to have the loss set off against his profits or gains under 
any other head in that year. But he is not allowed to carry 
forward this loss to subsequent years.^ In Great Britain, 
until very recent times, provision was made for carrying 
forward such losses under the system of averages. The 
Allowance for period Over which the average profit was cal- 
fn^indil culated Varied from three years in connection 
Great Britain, with trades and professions to seven years in 
regard to manorial dues.^ Supposing the results of a man's 
business operations in 1924-5, 1925-6, 1926-7 were respec- 
tively a profit of £2,000, a loss of £3,000 and a gain of ^^4,000, 
he would be charged in 1927-8 on an estimated average 
income of £1,000 only. From the early days of income tax 
in Great Britain, the profits of a trader assessable under 
Schedule D have been computed on this basis. The Royal 
Commission on the Income Tax recommended the abolition 
of the average system under Schedule D, and the adoption 
of the previous year's income basis. In recommending 
this change the Commissioners were guided by two main 
considerations. In the first place, the change in the basis 
of liability would make the amount of profits assessed corre- 
spond more closely in point of time with the amount of profits 
actually earned. In the second place, it would be a very 
important step in the direction of uniformity and simplicity. 
While recommending this change, they suggested that with 
regard to losses, a set off for six years should be allowed. 
By the Finance Act of 1926, the basis of assessment was 
changed to the profits of the year immediately preceding 
the year of assessment. At the same time it was laid down 
that losses accruing from any business could be carried for- 
ward against the succeeding year or years' profits from the 
same business up to the sixth year of assessment following 
that in which the loss occurred.® 

It is necessary at this stage to remember that it is not 
every country which is in a position to adopt a provision 
of this kind in the income-tax law. For the concession of 

^ Vide section 24 of Act XI of 1922. 

* See Konstam : The Law of Income Tax, p. 7, supplement, 1927. 

^ Vide Finance Act, 1926, section 33 (i), (3), also Konstam: ^The 
Law of Income Tax, Supplement 1927, p. 24. 
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carrying forward losses for a fairly long period of time might 
create serious financial difficulty in the case of a country 
which depended for the bulk of its income tax upon the 
profits of some particular industry. Under such circum> 
stances the country in question might be deprived of its 
revenue from income tax for a long period.^ It is apparent 
that these considerations do not apply to Indian conditions, 
and there is no reason why business men should not be 
allowed to carry forward their losses. The Chambers of 
Commerce have from time to time impressed upon the 
Government the need for such a provision, but nothing 
tangible has resulted from these demands. The annual 
meeting of the Associated Chambers of Commerce of India 
and Ceylon passed the following resolution in January, 
1922 : 

That this Association urges upon the Government the neces- 
sity of recognizing the equity of making provision for business 
loss when computing profits. The Royal Commission on Income 
Tax made full recognition of this principle, and the Association 
recommends that it should be made permissible for an assessee 
to carry forward losses for a period of three years.*' ^ 

The Finance Department of the Government of India 
was unable to accept the proposal. When the income tax 
bill of 1922 was under discussion in the Legislative Assembly, 
the Bengal Chamber of Commerce put forward a very 
moderate proposal in this connection before the Govern- 
ment.® The Chamber suggested that in the year in which 
it was incurred, a business loss might be set off against a 
profit under another taxable head of income, but that any 
loss carried forward to the next or subsequent year for a 
period of three years should be allowed to be set off against 
the profits of the particular business from which the loss 
arose. It will be noticed that only the first part of this 
proposal was accepted in the Indian Income Tax Act of 
1922, while no action has as yet been taken on the second 

^ Vide Report of the Inter-Departmental Committee on Income Tax in the 
Colonies not possessing Responsible Government, 1922, Cmd. 1788. 

* Vide Report of the Bengal Chamber of Commerce, 1922. 

® Vide evidence of Sir Alexander Murray and Mr. Kenneth Campbell 
before the Indian Taxation Inquiry Committee, Vol. V, pp. 337-8. 
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part of the recommendation, which related to the carrying 
forward of losses. The Indian Taxation Inquiry Committee 
recognized the justice of the claim, but they were of opinion 
that the concession should be hedged round with restrictions. 
They proposed that a loss sustained in any one year should 
be allowed to be set off against the profits in the next sub- 
sequent year only, subject to the condition that an assessee 
who claimed to have made a loss must prove it by the pro- 
duction of his accounts as soon as possible after the close 
of the year in which the loss was made.^ The State is 
generally recognized as a partner in the prosperity of its 
subjects. Such partnership, however, should carry with it 
corresponding responsibilities. The existing arrangement is 
extremely one-sided. Well may the business men say that 
the Government are acting upon the principle* of '' Heads 
you win, tails I lose."' 

We have hitherto considered the profits of businesses 
and the deductions that are permissible for estimating such 

s eciai Treat There is, however, one class of busi- 

me^t^of Li^ ness in respect of which the ordinary method 

Insurance of estimating profits is inapplicable. These 
Companies. it* ‘ ' 1 j. 

are hfe insurance companies. It is evident 
that many of the items of expenditure of a life insurance 
company are uncertain, because the liability attaching to a 
company may arise at anytime. The receipts, on the other 
hand, are certain and continuous, as the premiums are usually 
distributed throughout the year. Again, a newly started 
company will have a large amount of premiums, but will 
have few or no claims to meet. Under these circumstances 
the application of the orthodox method of estimating profits 
will lead to glaring inequahties. The valuation of the profits 
of life insurance companies is a mathematical process of 
great complexity, and not a mere balancing of receipts 
against expenditure, ^ 

In India the profits of life assurance companies incor- 
porated within the country are ascertained by taking their 

^ Vide Report of the Indian Taxation Inquiry Committee, p. 191. 

2 See evidence of Messrs. Hovil, Law and Macnaghten before the Royal 
Commission on the Income Tax, loth October, 1919, Commd. 288-5. 

Q 
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annual average profits as disclosed by the last actuarial 
valuation. To the profits thus ascertained are added all 
items deducted in arriving at the actuarial valuation which 
are not permissible under the Indian Income Tax Act.^ 
If, however, income tax deducted at the source on invest- 
ments exceeds the tax on profits actuarially determined a 
refund is granted. Insurance companies registered abroad, 
but carrying on business in India are taxed differently. 
In the absence of a more reliable data, their Indian profits 
are deemed to bear the same ratio to their total profits as 
their Indian premium income bears to their total premium 
income. In Great Britain hfe insurance companies are 
taxed either on interest less expenses of management, or 
on the basis of profits ascertained by quinquennial actuarial 
valuation. In the case of a large majority of life offices, as 
the interest basis of taxation yields greater revenue than 
the actuarial valuation basis, the Board of Inland Revenue 
naturally chooses the first, ^ 

As between the Indian method of taxation which is the 
actuarial basis and the British method which is the interest 
basis, the latter is to be preferred on account of its simplicity. 
The actuarial basis of taxation has an air of plausibility 
and accuracy which it does not in fact always possess. The 
profits of life insurance business depend upon a variety of 
factors, e.g., the mortahty tables used, the standard of 
medical examination adopted, the premiums charged, etc. 
These are not uniform amongst competing life insurance 
business. The profits calculated on an actuarial basis bear 
no necessary relation to the actual profit earned.® 

^ Vide Rules 25-26, I.T. Manual (1925), Vol. I, p. 67. 

^ Vide evidence of Hovil, Royal Commission on the Income Tax (288-5), 
p. 827. 

® The reader is referred to Spaulding : The Income Tax in Great Britain 
and the United States, Chap. VII, for a more detailed account of the respec- 
tive advantages of the different methods of taxing insurance companies. 



CHAPTER XIII 

THE ASSESSMENT AND COLLECTION OF THE TAX 

The Indian income tax is divided into two parts, viz., the 
ordinary tax and the super-tax. The ordinary tax is levied 
The Assessment on aU incomes of Rs. 2 ,ooo a year or more, 
of Income Tax. Incomes are divided into classes by reference 
to their amount, and graduated rates are charged according 
to the range within which a particular income falls. The 
classification of income and the rates are given below : 


Income. Rates. 

Less than Rs.2,000 Nil. 

Rs. 2,000 or upwards but less than 

Rs.5.000 5 pies in the rupee. 

5,000 do. do. 10,000 6 do. 

10.000 do. do. 20,000 9 do. 

20.000 do. do. 30,000 12 do. 

30.000 do. do. 40,000 15 do. 

40.000 or upwards . . .18 do. 


These graduated rates are apphcable to {a) individuals, 
{b) joint Hindu families, and (c) unregistered firms. The 
Indian income tax law draws a distinction between the 
rights and privileges of a registered firm and those of an 
unregistered firm. A registered firm is a firm constituted 
under an instrument specifying the individual shares of the 
partners, of which the prescribed particulars have been 
registered by the Income Tax Officer. Any partnership 
not complying with the above regulation is regarded as an 
unregistered firm.^ This distinction between two kinds of 
partnerships has given rise to differences as regard their 
status for the purpose of the assessment of income tax and 
super-tax. Registered partnerships are assessed to income 
tax at the maximum rate whatever their income may be. 

^ Section 2 (14) and (16) of Act XI of 1922. 
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A partner of the firm has, however, the right to apply for 
a refund in case this maximum rate is inapplicable to his 
total income, which, of course, includes the income from 
partnership. An unregistered firm, on the other hand, is 
treated as an individual, and pays income tax at graduated 
rates specified above only if the total income of the partner- 
ship is Rs. 2,000 or more. A member of an unregistered 
firm cannot under any circumstance apply for a refund of 
the tax, but as in the case of the registered firm the share 
of the individual partner in the profits of the firm is included 
in his total income for the purpose of determining the rate 
at which he should pay income tax on any other income.^ 

The companies in India, like registered firms, are taxed 
at the highest rate. While apparently the companies pay 
the income tax on their earnings, they in reality act as 
agents on behalf of the shareholders ; because when divi- 
dends are distributed the companies deduct and retain the 
tax. The shareholder in his turn applies for a refund, if 
owing to his income being less than the minimum taxable 
income he is not subject to tax at aU or is subject to a rate 
less than the maximum. 

The super-tax is imposed on all incomes in excess of 
Rs.50,000 a year, except in the case of joint Hindu families. 
The Assessment who are exempt to the extent of Rs.75,000 a 
of Super-tax. year. The super-tax is payable by (i) indi- 
viduals, (ii) joint Hindu families, and (iii) unregistered firms. 
The rates in force are given below : 


Income. 

Over Rs.50,000 a year and up to 

Rs. 100,000 

Rate. 

I anna in the 

) ) 

100,000 

do. 

150,000 

12 

rupee 

annas 

f ) 

150,000 

do. 

200,000 

2 

do. 

} f 

200,000 

do. 

250,000 

21 

do. 

> f 

250,000 

do. 

300,000 

3 " 

do. 

i t 

300,000 

do. 

350,000 

3l 

do. 

>> 

350,000 

do. 

400,000 

4 

do. 

n 

400,000 

do. 

450,000 

4l 

do. 

tt 

450,000 

do. 

500,000 

5 

do. 

ft 

500,000 

do. 

550,000 

5 i 

do. 

ft 

550,000 

• • • 

. 

6 

do. 


^ Vide Income 

Tax Manual (1925), Vol. I, 

p. 80, 
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These graduated rates are applicable not to the whole 
of an income, but to sections or slices lying between the 
limits indicated. Registered firms as such are not subject 
to super-tax, the share of the individual in the profits of 
such firms being included in the income of each partner for 
the purpose of super-tax. Where an unregistered firm is 
not assessable to super-tax owing to profits being less than 
Rs.50,000, the share of the individual in the profits of such 
firm is included in the return of the total income of the 
partner. 

The Indian company super-tax is levied at the flat rate 
of I anna in the rupee on all profits in excess of Rs.50,000 a 
The Indian year. The company super-tax, as has already 

Company been pointed out in a previous chapter, is in 

nature of a corporation profits tax. No 
Corporation refund is therefore allowed to shareholders in 
Profits Duty, of this tax. The position of the Indian 

companies with regard to super-tax is fundamentally dif- 
ferent from that in Great Britain. In the latter country a 
corporation as such is not at present treated as an entity 
for the purpose of either income tax ^ or super-tax. The 
underlying idea in Great Britain is that income tax or 
super-tax is to be regarded as a tax on individuals 
levied in accordance with their taxable capacities. It is 
quite true that there was in existence in Great Britain 
from 1920 to 1924 a separate tax on companies known 
by the name of corporation profits duty, in addition to 
the ordinary income tax. But with the abolition of the 
duty in July, 1924, the separate taxation of companies 
ceased. 

The question of the abolition of the Indian company 
super-tax came up for consideration before the Taxation 
Inquiry Committee. The Committee recommended the 
retention of the existing tax, with this modification that the 

^ It is true that both in Great Britain and in India the undistributed 
profits of a company are subject to the maximum rate of income tax. 
But the reason for this is, not that the company as such is liable to tax, 
but that the shareholders to whom the undistributed profits ultimately 
belong cannot be separately taxed in respect of such profits at rates 
appropriate to the income of each shareholder. (The Report of the Royal 
Commission on the Income Tax, 1920, p. 164.) 



236 


THE INDIAN INCOME TAX 


exemption limit of Rs. 50,000 should be abolished ^ and the 
entire profits of companies subjected to the fiat i anna 
rate. The recommendation for the retention of the company 
super-tax was based on two main considerations. In the 
first place the advantages of hmited liability and transfer 
ability of shares, which incorporation gives to a company, 
have more value in an undeveloped country hke India than 
in Great Britain. In the second place, in Great Britain the 
undistributed profits of companies which ordinarily escape 
super-tax are, under certain conditions, taxed at the discre- 
tion of the revenue authorities. The abolition of the com- 
pany super-tax in India without such a device for the taxa- 
tion of undistributed profits would mean that they would 
cease to be taxed altogether. We shall see later on in the 
section dealing with evasion that the Taxation Inquiry 
Committee have recommended that undistributed profits of 
companies should, under certain conditions, be brought 
under taxation in India as in Great Britain. In the event 
of such a recommendation being carried out, the justification 
for the retention of the company super-tax might appear 
much less than at present. But as the tax on companies 
is responsible for more than half the total receipts from 
super-tax (as the table given in Appendix F clearly shows), 
its retention is at present suggested by financial considera- 
tions. The theoretical justification for a corporation profits 
tax also points to the same conclusion. 

The foregoing analysis shows the manner in which income 
tax and super-tax are assessed. It will be noticed that the 
The Method Hiethod by which graduation is effected in the 
of Effecting ordinary tax is different from that employed 
Graduation. super-tax. In the first case the 

rates specified in the graduated scale are applied to the 

^ In recommending the abolition of the Rs. 50,000 exemption limit, 
the Indian Taxation Inquiry Committee pointed out that small com- 
panies derived relatively as much advantage as large ones from the privi- 
lege of incorporation. Apart from this theoretical objection, it should 
be noted that the effect of the exemption limit is to establish a graduated, 
or more accurately a degressive, tax on company profits. The result is that 
an investor having a small share of, say, one hundred rupees in a company 
with large capital pays tax at a higher rate than a similar investor in a 
company with a smaller capital. 
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whole of the income. For the assessment of super-tax on 
the other hand, the various rates in the scale are applied 
not to the whole income, but to section or slice of income 
lying between specified limits. The method applied to 
ordinary income tax, while it no doubt secures a fair measure 
of graduation when the system is viewed as a whole, is 
defective in as much as the rate advances suddenly at 
certain points. It involves substantial '' jumps '' in the 
amount of tax payable, at the passage from one step in 
the scale to another, with the result that it gives rise to a 
great anomaly. The nature of this anomaly is best seen 
by taking an example. Under the existing law a man with 
an income of Rs. 1,999 is not liable to pay any tax at all. 
But the moment his income increases by i rupee, he is tax- 
able on his entire income at the rate of 5 pies in the rupee. 
The result is that a man with an income of Rs. 2,000 is reduced 
to an income of approximately Rs. 1,948, and is therefore 
worse off than one with an income of Rs.1,999. Such a 
position, of course, would be intolerable, and the Legislature 
has already provided for it under section 17 of Act XI 
of 1922, which runs as follows : 

“ Where owing to the fact that the total income of any assessee 
has reached or exceeded a certain limit he is liable to pay income 
tax or to pay income tax at a higher rate, the amount of income 
tax payable by him shall, where necessary, be reduced so as not 
to exceed the aggregate of the following amounts, namely : 

(a) the amount which would have been payable if his total 

income had been a sum less by i rupee than the limit, 
and 

(b) the amount by which his total income exceeds that sum.'' 

This remedy, however, is not at all complete. For an 
assessee will find it to his interest to take advantage of the 
provisions of section 17 only if his income is slightly in 
excess of the fixed grade. A man with an income of Rs. 2,053 
would much rather pay the tax on his income at the rate 
of 5 pies in the rupee than take advantage of section 17.^ 
But if he chooses the first alternative he is reduced to the 

^ If he takes advantage of section 17 he has to pay Rs.54. On 
the contrary if he chooses to pay in the ordinary way, he becomes liable 
to the extent of Rs.53 — 7 annas and 5 pies only. 
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position of one earning a little over Rs. 1,999. other 
words, he does not acquire any increased spending power by 
the increase of his income. Similar anomahes occur at aU 
points in the scale where the rate of the tax increases. A 
system hke this is theoretically indefensible and gives rise 
to hardships. 

It is interesting to note in this connection that the British 
income tax suffered from a similar defect prior to the accept- 
ance during 1920-1 of the recommendations of the Royal 
Commission on the Income Tax.^ Until that year the tax 
was chargeable on the whole income when it exceeded a 
stated amount. The Royal Commission characterized the 
effect of the system as anomalous, and under the existing 
method of graduation hardships of this kind have been 
avoided. 

The Taxation Inquiry Committee admitted that the 
Indian system was defective, but declined to recommend 
any change on the ground that it was essential above every- 
thing else to secure a satisfactory system of working and 
not to make changes in the machinery without very solid 
grounds. 2 In this connection it is necessary to emphasize 
the fact that the existing Indian rates are considerably 
higher than those levied during the war. It is therefore of 
the utmost importance to avoid injurious reactions of the 
character described above, for the evils of the existing 
system of graduation are exaggerated when the rates are 
high. The remedy is to allow an abatement and to apply 
graduated rates to sections or slices of income lying between 
different grades. The Central Board of Revenue prepared a 
scheme on the above lines and submitted it before the 
Taxation Committee. It was rejected on the ground that 
it would complicate the tax and multiply the number of 
claims to repayments. But the way to deal with adminis- 
trative difficulties of this kind is to strengthen the staff, 
and not to perpetuate a system admittedly defective. 

As regards the adequacy or otherwise of the existing 

^ Report, Part II, Section II, paras. 13 1-9 ; also 64//} Report of the 
Commissioners of H.M,'s Inland Revenue (Comd. 1436) for the year ending 
31st March, 1921, p. 80, 

^Report of the Indian Taxation Inquiry Committee, p. 198. 
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rates, it is well to bear in mind that the scale of graduation 
which is equitable cannot be determined until account has 
The Adequacy been taken of all the constituent elements of 
of the Rates, the tax system. In fixing the rate of income tax 
apphcable to smaller incomes one must take note of the 
numerous indirect taxes, e.g., those levied on imported 
cotton textiles, salt, sugar, matches, etc. For larger incomes 
attention must be paid to the fact that there is as yet no 
developed system of death duties in India. This last con- 
sideration points to the necessity of stiffening up the exist- 
ing rates of income tax, in view of the fact that higher 
incomes are not paying anything like their proper share. 
The following table ^ shows the proportion of income contri- 
buted in income tax and super-tax in Great Britain and in 
India in 1924 : 


Income in 
Sterling. 

* Per cent, of Income taken in Income Tax 
and Super-Tax. 

Great Britain. 

India. 

50 ... . 

— 



100 .... 

— 

— 

135 • • ■ • 

— 

2-6 

150 ... . 

— 

2-6 

300 ... . 

— 

2-6 

500 ... . 

3*3 

3*1 

1 ,000 .... 

10-8 

47 

2,000 .... 

17*0 

7-8 

5,000 .... 

28-0 

II -5 

10,000 .... 

38-0 

i4'6 

50,000 .... 

50-0 

32-9 

100,000 .... 

52-0 

39-9 


This table brings out that the contribution made by 
incomes between ;^i,ooo and ;^io,ooo are decidedly low in 
India as judged by the standard in Great Britain. It is 

1 Report of the Indian Taxation Inquiry Committee, p. igg. 

2 For estimating the tax payable in Great Britain the tax-payer is 
assumed to be married and to have three children. 
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true that in recent years there has taken place a reduction 
in the rates of taxation in Great Britain. The Colwyn 
Committee on National Debt and Taxation (1927) estimated 
that the pressure of direct taxation (including income tax, 
super-tax, inhabited house duty and death duty) on an 
earned income of ;^i,ooo amounted to 8*i per cent, in 1925-6, 
while the pressure similarly calculated on an income of 
;^5o,ooo amounted to 44*2 per cent.^ But even after these 
reductions, the disparity in the proportion of income taken 
by direct taxes in the two countries is sufficiently large to 
attract attention. 

The Taxation Inquiry Committee have suggested an 
increase in the scale of duties from Rs. 15,000 upwards. 
The Committee's recommendations together with the exist- 
ing scale of duties applicable to Rs. 15,000 upwards are 
given in the table below : 


Income. 





Existing 

Rate. 

Recommendation 
of the T.I.C. 

Where the 
Income is 

But is 

Less than 

Rs. 

15.000 

20.000 

25.000 

30.000 

40.000 up 

Rs. 

20,000 

25.000 

30.000 

40.000 

Pies in the 
Rupee. 

9 

12 

12 

Pies in the 
Rupee. 

12 

15 

15 

18 

18 


With regard to super-tax they have suggested that the 
payment of the tax should begin with an income of Rs.30,000 
instead of Rs.50,000. They also recommended that the 
limits of exemption applicable to joint Hindu families should 
be reduced from Rs. 75,000 to Rs.6o,ooo. These recommen- 
dations are very moderate and, in view of the financial 
situation as disclosed in the budget for 1929-30, ^ the rates 

* Report of the Committee on National Debt and Taxation, pp. 94-5. 

’‘The year 1928-9 virtually closed with a deficit of Rs. 7,500,000. 
The budget for 1929-30 was balanced by drawing Rs.9,000,000 from 



ASSESSMENT OF THE TAX 


241 


should suitably be increased in the higher reaches of income 
as well. No apprehension need be entertained from this 
increase of taxation, as regards injurious economic conse- 
quences from the point of view of productive effort. Recent 
investigations undertaken in Great Britain by the Colwyn 
Committee have shown that the comparatively high post- 
war taxation had little or no effect in repressing enterprise. ^ 
It is now admitted that for the bulk of income-receivers in 
normal times the demand for income has very little elas- 
ticity, although, as Dr. Dalton remarks, it may well be 
more elastic in times of depression than in times of boom, 
and more elastic among the inefficient than among the 
efficient.’' ^ 

A few words may be said in connection with the problem 
of differentiation. It will be noticed that the Indian income- 
. . tax law does not recognize the distinction 

Differentiation. , . , . • ^ ^ .. . 

which IS very prominent m Great Britain, 
namely, that between earned and investment income. This 
distinction is a comparatively recent development in British 
income tax. Ever since the introduction of the first income 
tax in Great Britain in 1798, the demand for differentiation 
in favour of income derived from personal exertion was 
carried on with great persistence throughout the whole of 
the nineteenth century. But it was not till the Select 
Committee of 1906 had reported in favour of the scheme 
that it was incorporated for the first time in the Finance 
Act of 1907. At the present day earned income is diminished 
by one-sixth for the purpose of assessment, the allowance 
being limited to a maximum of while investment 

income is charged at its full value. The circumstances of 
India are so totally different that it would be undesirable 
to incorporate this feature in the tax system. At the 
present day agricultural rents are exempt from taxation. 
It would therefore be inequitable to single out other forms 

the Revenue Reserve Fund. This Fund was expected to stand at 
Rs. 10,400,000 on the 31st March, 1929. See Financial Statement for 
1929-30. 

* Report of the Colwyn Committee, Sections 423-34. See also an article 
by Keynes in the Economic Journal, June, 1927. 

* Dalton : Public Finance, p. 86. 
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of investment income for taxation. Even if agricultural 
incomes were brought under taxation in future, the necessity 
of hastening industrial development in a predominantly 
agricultural country hke India would suggest that investment 
income derived from industry should not be discriminated 
against.^ 

The Indian income tax, like the British income tax, takes 
recourse to the device of collection at the source to a very 
stoppage at l^rge extent. It has been estimated that in 
Source and Great Britain at least 70 per cent, of the total 
Refunds. yield of the tax is collected at the point where 
the income emerges. ^ The percentage of such collection in 
India is not so great. But no conclusion adverse to the 
Indian income-tax administration should be deduced from 
this fact taken by itself, as the percentage depends upon 
the constituent elements of national income. If income 
from securities and from companies form a preponderatingly 
large proportion of national income, it is evident that a 
larger amount of national income wiU be collected at the 
source than if the national income were derived mainly 
from professional earnings or from trading operations carried 
on by individuals. 

In India the tax on the income from securities, on the 
profits of companies and that payable by registered firms is 
collected at the source. As far as practicable, the income 
tax on salaries is similarly collected. But statistics are 
not available to show precisely to what extent the tax 
on salaries is collected in this manner. Out of a total 
collection of ordinary income tax, nearly amounting to 
Rs.I'20,000,000 during 1925--6, a sum of Rs.40,000,000 was 
reahzed by taxation at the source from securities, companies 
and registered firms. In addition, a good portion of the 
sum of Rs.25,000,000, which represented the collection from 
salaries, must have been realized by deduction at the source. 

In the case of company dividends, income from partner- 

^ The T axation Inquiry Committee remarked that if at any time agri- 
cultural incomes were brought under income investment incomes should 
also be taxed. It seems that the Committee have underestimated the 
need for the rapid industrialization of India. 

* Report of the Royal Commission on the Income Tax, 1920, para. 154. 
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ships and securities, the tax is collected at the maximum 
rate, as persons paying such incomes have no information 
regarding the total income of the recipients. Provision is 
accordingly made for refund, if any, in any case the income 
of the assessee is such as to entitle him to such refund.^ 
It has already been pointed out that there are certain 
incomes which are altogether exempt from taxation, e.g., 
income enjoyed by charitable and religious trusts, local 
authorities, and that accruing from securities held by approved 
Provident Funds. In order to reduce the number of appli- 
cations for refunds in the case of income from securities 
held by these institutions, the Income Tax Officer is empow- 
ered to issue certificates authorizing persons paying interests 
to make no deduction at all, or to deduct the tax at a rate 
lower than the maximum. Such certificates remain in force 
until they are cancelled and are not required to be renewed 
annually. During 1923-4 the Government of India decided 
to extend the concession to aU classes of securities, including 
those issued by local authorities or by companies. As 
regards refund such securities have therefore been placed 
on the same footing as Government Promissory Notes. ^ 
An individual owner of securities whose total income from 
all sources is less than Rs.2,000, or whose income is not 
liable to marked fluctuations, can also avoid an applica- 
tion for refund by being armed with a certificate of this 
description. 

When these adjustments and refunds are made, it is 
evident that aU persons are finally assessed at rates appro- 
priate to their total income. The only portion of the income 
to which this statement does not apply is with regard to 
undistributed dividends of companies. Since it is not pos- 
sible to apportion the dividends to individual shareholders, 
the profits continue to be charged at the maximum rate. 

As a general rule super-tax is not coUected at the source, 

^ This refund is now given only to British subjects or to subjects of 
Native States. In computing the total income in the Ccise of a non. 
resident all profits wherever accruing are included — Section 9, Act III 
of 1928. 

* Report of the Central Board of Revenue on the Administration of Income 

Tax, 1923-4- 
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It is levied on the total income which means exactly the 
same thing as that calculated for income-tax purposes.^ 
There is, however, one case in which super-tax from the 
very nature of things must be stopped at the source, other- 
wise it would cease to be collected at all. This is the super- 
tax payable by non-residents. The Indian Income Tax 
Act of 1922 provided for the collection of such super-tax 
at the source by section 57 (2), which was as follows : 

* ‘ Where any assessee who is liable to pay super-tax on the 
amount of dividends receivable by him from any company is, 
to the knowledge of the principal officer of the company, residing 
out of British India, the principal officer shall be liable to pay the 
super-tax due by such non-resident person in respect of the divi- 
dends received by him from the company, and shall have power 
to deduct the amount of such super-tax from the amount payable 
by the company to such assessee.** 

This section as it stood in 1922 was of doubtful utility 
owing to the vagueness of the expression '' any assessee 
who is liable to super-tax.** It led to considerable inequal- 
ities as between a resident shareholder on the one hand 
and a non-resident shareholder on the other, and also between 
two non-resident shareholders. Under the provisions of the 
above section, the principal officer of a company could 
deduct super-tax only if the dividend exceeded the minimum 
liable to super-tax. Thus if a non-resident shareholder had 
an income of Rs.40,000 from one company and Rs.70,000 
from another, he would have been liable under section 57 
(2) to pay super-tax only on Rs.20,ooo. If, on the other 
hand, the same income was derived by a resident, he would 
have been liable to pay super-tax on an income of Rs. 60,000. 
Again, as between two non-residents, one deriving an income 
of Rs.60,000 from one company and another deriving the 
same income from two companies in sums of Rs.30,000 each, 
the former would have been liable to the extent of Rs. 10,000 
and the latter not at all. 

These inequalities have now been removed by Act XXIV 

^ To this rule there is only one exception. Where an unregistered firm 
is itself assessed to super- tax, the share of the partner of the firm is ex- 
cluded from total income for super-tax purposes . — Income Tax Manual 

(1925), Vol. 1 , p. 147. 
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of 1926. The Act made it obligatory on the part of the 
principal officer of every company to notify to the Income 
Tax Officer annually aU dividends paid to shareholders in 
excess of a sum to be prescribed by rules made under the 
Act. This obligation was not confined to the case of divi- 
dends received by non-resident shareholders alone, but 
applied to all dividends. The provision now enables the 
income from different companies to be combined, and taxed 
at the appropriate rate in the case of shareholders residing 
out of British India. The Income Tax Officer requests the 
principal officer of a company to deduct super-tax at a speci- 
fied rate, and, in the event of the principal officer failing to 
do so, becomes personally liable for the tax. 

The principle of deduction at the source has the great 
merit that it effectively prevents fraud and evasion. It is 
also convenient to the honest tax-payer, as under the system 
he pays the tax at the time most convenient to him. But 
the one great drawback of the system is that under it the 
number of applications for refunds is bound to be numerous. 
This disadvantage is to a great extent minimized in India 
by the practice, which has already been referred to, viz., 
that of granting certificates in advance authorizing the 
deduction of the tax at less than the maximum rate. In 
Great Britain the principal classes of income from which 
income tax is deducted at the source are the following : ^ 

[a) Interest on British Government pre-war securities and on 
certain securities issued since the outbreak of war ; 

{h) Interest on foreign Government securities payable in the 
United Kingdom ; 

ic) Interest on securities issued by local authori- 

Stoppage at . . . 

Source in G.B. . i . 

{a) Mortgage and other interest payable on real 

property ; 

{e) Rents, including ground rents, lease rents, head rents, 
feu duties and similar payments out of real property ; 

(/) Debenture and other interest and dividends paid by 
limited liability companies ; 

(g) Interest and dividends payable by foreign and colonial 
companies through agents in the United Kingdom ; 

^ Minutes of Evidence before the Royal Commission on the Income Tax^ 
1920, Comd. 288-1, Appendix, p. 7. 



246 THE INDIAN INCOME TAX 

{h) Coupons for dividends payable abroad which are payable 
through a banker or coupon-dealer in the United King- 
dom ; 

{i) Patent royalties ; 

{j) Mineral royalties, and dead rents ; 

{k) Annual interest and annuities payable under contracts ; 

{1) Certain tithe-rent charges ; 

(w) Salaries of officers of Public Departments. 

It will be noticed from the above that India relies upon 
direct assessment in a number of cases in which Great 
Britain takes recourse to collection at source. Income 
from mortgages, ground rents, lease rents are instances in 
point. The question, therefore, arises whether it would 
be worth while for India to extend this device of deduction 
at source to these and other incomes. It might seem at 
first sight that the adoption of this device in India would 
increase the number of applications for refund to a larger 
extent than in Great Britain, for in the latter country, 
leaving aside the case of total exemption, there are only 
two rates in force, viz., the standard rate and half the 
standard rate. In India, on the other hand, the number 
of rates is far more numerous. The contrast between 
Great Britain and India is, however, more apparent than 
real ; for in Great Britain, owing to the existence of abate- 
ments and reliefs, refunds are necessitated in a large number 
of cases. If, however, it is felt in India that it would 
not be feasible from the administrative standpoint to 
extend the device of collection at the source, other expedients 
as stated below might be resorted to. But the essential 
preliminary to any scheme of reform is the frank recognition 
of the fact that the existing Indian system is unsatisfactory, 
in so far as it leaves a loophole for evasion. 

The alternative remedy which might be suggested is the 
extension of the principle of information at the source,"' 
as it is called in the U.S.A. — a principle which already 
finds a hmited apphcation in the Indian income-tax law. 

Under the provisions of the existing Act it is compulsory 
for certain persons and institutions to give information to 
the income tax authorities regarding payments made by 
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them. For example, all local authorities, companies, public 
bodies or associations and all private employers are bound 
Information at to furnish to the taxing authorities a list 
the Source. of persons liable to pay income tax under 
their employments, as also the payments made to such 
persons.^ We have already referred to the provisions of 
Act XXIV of 1926 under which the principal officer of a 
company is bound to furnish to the Income Tax Officer 
a statement showing the amount of dividends in excess of 
a specified sum paid to the shareholders. The Income 
Tax Officer may also require any firm to furnish a return 
of the members constituting the firm.* Copies may also 
be taken of the register of shareholders or debenture holders 
or mortgagees of any company.® These provisions have 
no doubt been inserted to facilitate the collection of the 
tax at the source, and there is no reason why this principle 
should not be extended to cover all rents paid to landlords 
and interests paid to mortgagees. In the case of registered 
transactions the registration officer might be directed to 
send periodically to the Income Tax Officer a list of registered 
leases and mortgages. Valuable information might be 
gathered from the municipal authorities, who could be 
called upon to furnish annually statements showing the 
names of owners and occupiers of all houses within the 
municipal limits. The Public Works Department is also 
in a position to furnish valuable information regarding the 
payments made to contractors. The banks might be 
required, on receiving a written request from the Income 
Tax Officer, to say whether or not any particular assessee 
has an account with them. They may also be required to 
produce the accounts of their customers on requisition from 
an Assistant Commissioner of Income Tax or any other 
higher officer. There is no doubt that a wider extension 
of the principle of information at the source would minimize 
evasion to a large extent and materially improve the 
receipts from income tax. 

It is not always practicable to tax income at the source, 

^Section 21, Act XI of 1922. 

2 Section 38 (i), Act XI of 1922. ^ Section 39, Act XI of 1922. 

R 
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and in such cases it is necessary to make a direct assess- 
ment on the recipient of the income. To facilitate such 
Paucity and assessments the law requires every individual, 
Inaccuracy of Hindu undivided family, company, firm 
Returns. association of individuals to furnish a 

return of income in a prescribed form. In this respect 
there is a difference between the legal habilities of a company 
and those of other assessees. The liabihty of a company 
to furnish such return whether for income tax or super-tax 
purposes is absolute, and arises irrespective of any notice 
served by the authorities. In the case of other assessees 
there is no statutory obligation to make such returns until 
a notice has been served by the Income Tax Officer.^ The 
law on the subject in Great Britain is much more stringent. 
Shortly after the 5th April in each year a notice is issued 
to all persons, including companies, who are liable to income 
tax under Schedule D. Under Schedule A, under which 
agricultural rents are taxed, a return is called for only in 
the year of revaluation. Returns are also required under 
Schedules B and E. The notice which is sent separately 
to individuals is known as '' particular notice.'' In addition 
to this particular notice, there are general notices which 
are posted on doors of market houses, churches, and other 
public places calling the attention of the tax-payers to their 
legal hability to send returns. In Great Britain failure to 
receive a particular notice does not at all absolve one 
from sending a return. ^ As regards super-tax the duty 
devolves on persons liable to such tax to notify the fact to 
the Special Commissioners on or before the 30th September 
each year. On receipt of such information super-tax 
forms are sent which must be completed and returned within 
a specified period. 

In India a failure to make returns required by law is 
visited with various penalties. In the first place the 
offender is liable to a fine not exceeding Rs.io for every 
day of such default.® In the second place, the defaulter 

^ Section 22 (2), Act XI of 1922. 

2 Report of the Royal Commission on the Income Tax, 1920, paras. 412-13. 

a Section 51, Act. XI of 1922. 
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loses the right to appeal against any assessment which 
might be made by the Income Tax Ofi&cer in the absence of 
such returns. Notwithstanding these provisions, a large 
number of assessees fail to furnish any returns at all, pre- 
ferring to gamble on the chance of the Income Tax Officer 
under-assessing them. Again, of the returns filed only a 
small proportion is accepted as correct. The following table 
illustrates for 1923-4 to what extent returns and accounts 
were asked for, and to what extent they were accepted as 
correct by the authorities. 


Province. 

Number of 
Assessees. 

Returns 

Filed. 

Returns 

Accepted. 

Accounts 

called 

for. 

Accounts 

Produced. 

Assess- 
ment 
based on 
Accounts. 

Madras (a) ... 

37 »i 33 

14,176 

4.694 

9.573 

6,943 

6,031 

Bombay .... 

66,206 

55.702 

15.718 

40,000 

36,061 

(c) 

Bengal 

43.314 

38,239 

14.777 

{0) 

ic) 


U.P 

25.549 

(h) 

9,269 

21,045 

10,839 

7,810 

The Punjab 

27,871 

20,388 

6.949 

24,164 

16,136 

9.074 

British Burma {a) 

16,862 

12,145 

8,005 

5.150 

2,433 

1,607 

Bihar and Orissa . 

15,069 

10,350 

1,439 

8,957 

4,406 

3.196 

C.P. and Berar 

11.575 

16,426 

4.730 

12,083 

9,848 

7.836 

Assam 

5.099 

3.745 

2.307 

1.347 

1,022 

521 

N.W.F.P 

4.183 

1.633 

318 

3.931 

1. 771 

760 


(a) Does not include collections made by land revenue officers. 

(fo) As there is a typographical error in the official report, this figure 
has been omitted. 

(c) Figures not given. 

The table given above understates the seriousness of 
the situation to a great extent. For the returns filed were 
in most cases by salaried persons or by those who were not 
hable to tax. The reluctance to send returns of income 
was not by any means a special feature of the year 1923-4, 
for it has been more or less a prominent feature ever since 
the law was altered requiring every likely tax-payer to 
declare his income.^ In 1925-6 the Commissioners of 
Income Tax in the various Provinces had to lament the 
deplorable apathy of the assessees and of the inaccuracy 

^ Sir Basil Blackett spoke as follows in the Indian Legislative A ssemhly 
on the 12th March, 1928 ; “ I am afraid it still remains true that the main 
explanation of the comparatively large proportion of cases in which full 
accounts are not supphed by the assessees is that it is still their experience 
that on the whole they get ofi more lightly if they do not supply accounts.” 
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of such returns as were filed. For instance, 40 per cent, 
of the cloth dealers in Bombay who had made large profits 
in that year failed to send in any returns, and took their 
chance of being assessed at a sum guessed by the Income 
Tax Officer. Again, of the returns filed in the Bombay 
Presidency only 21 per cent, were accepted as correct. 
In the same year in the Punjab, one out of every three 
assessees failed to furnish a return or to produce accounts, 
and of those who produced accounts only one in four could 
be accurately assessed on them. According to the Com- 
missioner of Income Tax of the Punjab only 4,073 (excluding 
salaried assessees) declared themselves liable, and 17,951 had 
to be taxed who presumably wished it to be supposed that 
they were not assessable. Had the assessments been made 
solely on the basis of returns submitted, the demand would 
have been Rs.2,200,000 against Rs.7, 150,000 the actual 
figure. 1 

The facts stated above give rise to two distinct but 
allied problems. The first one is comparatively simple, 
viz., to induce the assessees to file returns of their income. 
The second one is to ensure the accuracy of such returns 
as are actually filed, and prevent fraud and evasion. The 
income-tax authorities have no doubt powers under the 
existing statutes to compel the submission of returns by 
the infliction of fines. But it might be necessary to raise 
the maximum amount of daily fine leviable under the 
provisions of the existing law to a higher figure, in order 
to deal effectively with the richer tax-payers. In Great 
Britain, besides fines, the defaulter is liable to a penalty 
of three times the amount of the tax which is ordinarily 
payable.* There is no doubt that a penalty of this kind 
is far more effective than that provided for in India. 

There are reasons to believe that the reluctance of the 
assessees to submit returns is a temporary phenomenon 
which is likely to disappear in course of time. The newly 
created income-tax department during the course of the 
last few years has collected a large amount of data regarding 

^ Report of the Central Board of Revenue, 1925-6. 

® Konstam ; Treatise on the Law of Income Tax (1926), pp, 321-2. 
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the average profits made in the various trades. Such data 
have been collected mostly from the books of those assessees, 
who furnish reliable returns, and also to a certain extent 
from entries in the Government customs house. Records 
of property owners liable to income tax are also being 
compiled. As information of this kind at the disposal of 
the department increases, enlightened self-interest alone 
would rouse the assessees to a sense of their responsibility. 
Much might be expected from the extension of the principle 
of information at the source already suggested. There 
is no doubt that it would facilitate the collection of income 
tax from such sources as gains of money-lending, with 
respect to which there is reason to believe there is a good 
deal of evasion.^ 

This brings us to the allied question of the submission 
of fraudulent and incorrect returns. The dishonest devices 
are divisible into two broad categories : (i) the duplication 
of accounts with a view to present a false balance-sheet 
before the taxing authorities, and (ii) the submission of 
partial and inaccurate returns. It is widely believed that 
the practice of manufacturing duplicate accounts is resorted 
to by Indian traders, and that it is now tending to increase 
with the rise in the rates of income tax. But the problem 
is not a new one, for it engaged the attention of the Govern- 
ment of Bengal as early as 1890. It will be recalled that 
under the Act of 1886 the income-tax authorities had no 
power to call for returns or accounts before assessment, 
but the assessees could produce them in support of their 
claim to a reduction of assessment. About the year 1890 
the tendency to produce adjusted accounts began to show 
a marked increase in Bengal, and the Government of Bengal 
concluded from this fact that the mercantile classes were 
setting themselves to combat the income tax with civilized 
weapons, and that many of these accounts were specially 
prepared for the purpose of being filed in appeal against 
assessment. 2 

^ Gyan Chand’s article : Note on Income Tax for 1924-5 in the Indian 
Journal of Economics, October, 1926. 

^Report on the Administration of Income Tax in Bengal, 1890-1. 



252 


THE INDIAN INCOME TAX 


These remarks of the Government of Bengal led the 
Board of Revenue to make a detailed inquiry on the subject. 
The inquiry elicited a number of divergent and interesting 
opinions. Many of the senior and experienced district 
officers refused to join in the verdict of wholesale con- 
demnation which the Government of Bengal had passed. 
The Commissioner of Rajshahi Division described this 
belief regarding duplication of accounts as an assessors* 
legend,** and emphatically denied that this practice was 
widespread. He observed : 

My own opinion is that the statements as to traders keeping 
two sets of accounts, one for their own use, one for the satisfaction 
of the income tax officers originate in the dissatisfaction of the 
assessors who find their estimates contradicted by authentic 
records.*’ ^ 

Mr. Kilby, who was in charge of income tax in Calcutta, 
was satisfied that the remark of the Bengal Government 
certainly did not apply to the Indian traders generally. 
He said : 

‘‘ As regards the books produced by native traders, I am not 
prepared to say that I implicitly believe that they are all genuine, 
but I certainly think that the majority of them are. Looking 
at the enormous business carried on by the Marwaris of Bttrra- 
hazar and their system of book-keeping, it seems to me to be 
absurd to suppose that they take the trouble and run the risk 
of keeping duplicate books simply to save paying a few hundred 
rupees a year.” 

The Board of Revenue on a review of aU the opinions 
elicited was, however, more inclined to agree with the 
Government of Bengal than with those who were actually 
engaged in the work of administering the tax. 

It would be idle to deny that in some instances, at any 
rate, fictitious accounts were actually produced, but the 
extent to which such devices were resorted to was exag- 
gerated. It is unlikely that the Indian trader, or for that 
matter any trader, would go to the length of manufacturing 
duplicate account books entailing great risk and trouble 
^ Report on the Administration of Income Tax, Bengal, 1891 - 2 . 
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if he could attain his object by cheaper and more expeditious 
methods. In the first place the omission of specific items 
of income and the production of partial accounts would 
serve his purpose if he were dishonestly inclined. Returns 
might be cooked by the inclusion of certain items whose 
genuineness and accuracy it would be difficult to determine. 
One such item is " bad debts." This item was sometimes 
included in the returns produced at this period to reduce 
income-tax liability. ^ Even at the present day '' bad debts," 
real or fictitious, sometimes figure in the income-tax returns, 
and it is a matter of considerable difficulty to test the 
accuracy of such statements. In the second place traders 
evaded the tax by the manipulation of accounts between 
the head office and branch offices. Owing to-the intricacy 
of accounts it was often difficult to ascertain whether 
certain items of income earned in the country districts 
had really been included in the Calcutta head office accounts. 
Methods such as these, which are no less dishonest than 
the duplication of accounts, enabled the trader dishonestly 
inclined to evade the payment of legitimate dues, and the 
belief that the practice of duplication ^ of accounts is 
widespread must be dismissed as a fiction. On this point 
we have the testimony in recent times from two authoritative 
and independent sources, viz., the Government of the 
United Province and the Madras Chamber of Commerce. 
Writing in 1920, the Government of the United Provinces 
felt themselves bound to contradict this belief. They 
expressed themselves in the following words : ® 

No books appear to have yet been rejected as false. The 
opinion is widely held, it is true, that many traders keep two 
sets of books of which one is used entirely for income-tax pur- 
poses. But no such case has been reported by District Officers. 
While on the contrary many books which have been produced 
have contained internal evidence that they have been maintained 

^ Opinion of Mr, Sterndale in the Bengal Report on the Administration 
of Income Tax, 1892-3. 

2 One variant of this belief is that three sets of accounts are usually 
maintained, one genuine for the active partner, and the other two both 
fictitious meant for the sleeping partner and the income-tax authorities. 

3 Report on the Administration of the Income Tax in the United Provinces, 
year ending March, 1920. 
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without any idea of their being requisitioned for income-tax 
purposes.*' 

Equally strong is the testimony of the representatives of 
Madras Chamber of Commerce before the Indian Taxation 
Inquiry Committee. They described the belief as more 
a tradition than the actual fact." ^ 

Whatever may be the nature of evasion, whether it is 
practised by duplication of accounts or by the submission 
of partial and inaccurate returns, the fact remains that 
evasion continues on a very large scale, and that there 
is a good deal of substance in the statement that income 
tax as administered in India to-day is a " tax on honesty." 
Provisions no doubt exist in the Income Tax Act to deal 
with cases of positive dishonesty. A person making a 
wilfully fraudulent return is liable to criminal prosecution 
and is punishable with fine and simple imprisonment.^ 
As an alternative to criminal prosecution, the dishonest 
assessee is liable to pay a penalty not exceeding the amount 
of tax which he attempted to evade. But these powers 
are to a large extent useless, because it is extremely difficult 
to establish in a court of law a charge of wilful and deliberate 
falsification of accounts, as in many cases a knowledge of 
the amount of income is confined only to the assessee. 
Nearly one-third of the criminal prosecutions started during 
1922-3 to 1925-6 in connection with various offences under 
the Indian Income Tax Act ended in failures, and there 
were several instances in which offences were compounded 
on receipt of substantial sums, owing to the uncertainty 
inherent in criminal prosecutions.® 

It is evident that, in spite of the existence of wide penal 

^ Vol. VIII, Indian Taxation Inquiry Committee, p. 141 — Evidence of 
Messrs. T. M. Ross, W. R. T. Mackay, and Graham Ross. 

* Section 52 Income Tax Act, 1922, and sections 177 and 182 of the 
Indian Penal Code. 

® The difficulty of securing conviction in a court of law may be illus- 
trated from the following actual case which occurred during 1924-5 in 
the Punjab. A partner of a firm was accused of offering five Rs.ioo 
currency notes as bribe to an Income Tax Inspector. The defence of 
the accused was that he had the currency notes in the pocket which also 
contained his handkerchief, and that the notes dropped from his pocket 
in the house of the Inspector where he happened to blow his nose. The 
accused was acquitted . — Report of the Central Board of Revenue, 1924-5. 
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powers in the hands of the authorities, powers which must 
be regarded as sufficient for all practical purposes, the law 
has failed to ensure the submission of accurate returns. 
The explanation of this seeming anomaly is to be found 
in the fact that it is futile to expect satisfactory results 
from the penal provisions of law, when a good deal depends 
upon the education of the assessee. People must be made 
to realize that it is mean and despicable to defraud the 
Government, and that by evading the payment of their 
legitimate dues they throw a disproportionately heavy 
burden on the rest of their fellow-men. The^' education 
of the assessees along these lines is a question of time, 
especially in view of the political difficulties in the way. 
Many of the assessees now labour under the "delusion that 
by under-estimating their income they are simply defraud- 
ing an abstract entity — the Government. With the growth 
of political and civic sense among the tax-payers evasion 
is likely to be much less than at present. 

It would, however, be a mistaken policy to fold our hands 
and wait patiently till such time as the public conscience 
Remedies India may be roused. There are reasons 

to believe that not infrequently the submission 
of inaccurate returns is due merely to ignorance. The 
report on the working of the income tax for 1923-4 admitted 
that the submission of inaccurate returns was often due to 
this cause. The assessees do not study with sufficient care 
the instructions given in the forms issued by the depart- 
ment. In so far as loss of revenue is caused by negligence 
and ignorance of this character, fruitful results might be 
expected from the issue of pamphlets in the different 
vernaculars explaining the manner in which accounts are 
to be kept, and the items that are to be included in the 
returns. The assessees must also be made to realize that 
they have nothing to lose from the submission of correct 
returns and everything to gain. It is a matter of common 
knowledge that professional men with fluctuating incomes, 
though not always dishonestly inclined, are often reluctant 
to send in correct returns. They are under the impression, 
rightly or wrongly, that once they admit the possession of 
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a high income, they may not be able in future to obtain 
a reduction of assessment, even if their actual income 
justified such reduction. This apprehension, that the 
income of each year is made the starting-point for enhanced 
assessment ifi the next, is to a large extent a legacy from 
the past when returns were not called for, and the authorities 
were left to guess the income as best as they could. With 
the provision for compulsory submission of returns the use 
of such slap-dash methods of assessment is absolutely out 
of place, and it is up to the newly created income-tax 
department to demonstrate that an honest assessee need 
have no fear on this score. 

Publicity in its various forms is also one of the most 
powerful instruments that might be utilized in reducing 
frauds upon revenue. One form of this remedy is that which 
has been suggested by the Taxation Inquiry Committee. 
The Committee recommended that the names of persons who 
were penalized for income tax offences should be published in 
the annual reports, so that the offenders might be made 
to feel the ignominy and disgrace attaching to their mis- 
deeds. This remedy is in force in Australia and might 
no doubt be tried in India, but it is doubtful whether it 
would be immediately effective having regard to the pre- 
vailing illiteracy and the absence of any serious social 
disgrace attaching to successful evasion. Another form of 
publicity which might be found useful is the publication 
in the Press of the particulars of incomes subjected to 
taxation. These details are published in Sweden, while in 
some American States the income-tax rolls are public 
records. There is no doubt that the publication of the 
income-tax payments, even under existing conditions in 
India, would result in an improved collection. This step 
is, however, likely to be strenuously opposed by the trading 
classes who rely for the supply of their capital on their 
credit in the bazaar.^ 

This brings us to consider another kind of evasion, viz., 


^ Evidences of Sir Gordon Fraser and Khan Wali Muhammad Sahib, 
Commissioner of Income Tax, C.P . — Indian Taxation Inquiry Committee' s 
Report, Vols. Ill and IV. ^ 
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that in which dishonest assessees find it to their advantage 
to use the forms and provisions of law for the purpose of 

Le ai Evasion Government. The authorities 

’ are powerless under existing conditions to deal 
with frauds of this kind, because the law itself provides 
opportunities for the legal avoidance of the tax. It has 
already been pointed out that under the Income Tax Act 
the members of a registered firm are ultimately taxed on 
their individual share of profits at a rate appropriate to 
their separate income. Under the circumstances it is easy 
to evade the payment of income tax and super-tax by 
taking one’s wife and minor children as partners, with a 
view to obtain the advantage of paying income tax at a 
low rate. The way to stop this palpable -and flagrant 
evasion is to lump together the income of the husband 
and wife for the purpose of computing the amount of 
tax to which they are jointly liable. We have seen that 
it is eminently desirable from the social standpoint to treat 
the income of the family as the unit, quite apart from any 
consideration of preventing evasion, and the remedy pro- 
posed while effectively checking evasion would at the same 
time amount to a reform of income tax on rational lines. 
In addition to this remedy it will also be necessary to ensure 
that the partners are genuine, and that profits are actually 
distributed in a manner stated in the instrument of partner- 
ship. For this purpose power may be given, as suggested 
by the Taxation Inquiry Committee, to Income Tax Officers 
to impose heavy penalties in cases where a loss of revenue 
has arisen through a failure to distribute profits in accordance 
with the terms of partnership. 

Just as a registered partnership derives an advantage 
by increasing the number of partners, similarly an un- 
Remedies registered partnership seeks to obtain the 

the^Taxation unfair advantage by breaking up the 

Inquiry Com- business into a series of unregistered firms ; 
mittee. for the greater the number of such firms, the 

greater the nominal division of income for the purpose of 
income tax, while as regards super-tax as many deductions 
of Rs. 50,000 are claimed as there are firms. To put an 



258 


THE INDIAN INCOME TAX 


end to this state of affairs the right to be treated as an 
unregistered partnership should be restricted. A dis- 
cretionary power should be given to the Income Tax Officer 
to treat unregistered firms precisely in the same way as a 
registered firm, even if the partners have not registered 
the partnership. It might, however, be apprehended 
that the arbitrary power thus given to the Income 
Tax Officer might be used to harass small tax-payers. 
This apprehension is groundless, for the authorities have 
nothing to gain in the case of small tax-payers by 
treating them as registered partnerships, for the effect 
of so treating them would be to extinguish the liability 
altogether. 

A company is also sometimes spHt up in order to evade 
payment of super-tax, for each of the constituent companies 
thereby becomes entitled to a deduction of Rs.50,000 for 
super-tax purposes. The conversion of the existing super- 
tax on companies into a corporation profits tax, without 
the benefit of minimum of exemption, would remove the 
existing incentive to the formation of such companies. 
Yet another method by which shareholders evade the 
payment of super-tax is by the formation of what are 
described as '' one-man companies."' The appearance of 
these companies in Great Britain led the Royal Commission 
of 1920 to suggest appropriate remedies for dealing with 
them. As the undistributed profits of companies are not 
hable to super-tax either in Great Britain or in India, it 
would pay to allow all the profits of a company to remain 
undistributed, provided the company was controlled by an 
individual alone or in conjunction with his near relatives. 
The shareholders, if they could live upon the income from 
other sources, would not lose anything by refraining to 
declare a dividend at all. Again, if a reduction in the 
super-tax was anticipated, considerable savings could be 
effected by postponing the distribution of dividends. A 
slight variant of the device is to give loans at a nominal 
rate of interest to the shareholders without any intention 
of calling back the amount loaned. As the loans are not 
taxable the evasion of the super-tax is complete. The 
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Taxation Inquiry Committee urged ^ that the most effective 
way of dealing with these '' one-man companies '' was to 
take action along lines laid down in section 21 of the 
British Finance Act of 1922. This section lays down that 
if a company, which has not issued any of its shares as a 
result of pubUc invitation, is controlled by not more than 
five persons, and the number of shareholders is restricted 
to fifty or less it should be treated as a firm and the super- 
tax levied on the entire profits. ^ But in order that this 
remedy may be effective in India the opportunities for 
evasion which at present exist by the creation of bogus 
firms must first be put an end to. 

It might, however, be urged by business men that the 
vesting of discretionary power along fines suggested by the 
Taxation Inquiry Committee would mean bureaucratic 
control of trade and industry and direct State interference 
in the enterprise involved. To this contention it is a 
sufficient answer that such interference is not resented by 
industrialists when it is invoked for the purpose of safe- 
guarding industries or when wide discretionary powers are 
given to the executive to stop the inflow of dumped " 
goods. If Great Britain, the classic home of individualism, 
has found it necessary to arm the income-tax authorities 
with these powers, there can be no reasonable objection 
to their being exercised in India, where the State has 
always arrogated to itself wider power in the domain of 
industry. 

Even when comprehensive measures have been adopted 
to check various kinds of evasion — ^legal and extra legal 
— there would yet remain a residue of leakage which it 
would be difficult to prevent under any system of income- 
tax administration. For this is a defect which is inher- 
ent in a direct tax as an instrument of finance. Even in 
Great Britain with nearly a century of experience, where 

1 A bill embodying many of the above recommendations of the Taxation 
Inquiry Committee was referred to a Select Committee of the Indian 
Legislative Assembly on the 20th February, 1928. 

2 By the Finance Act, 1927, certain additional powers were given to the 
executive in Great Britain to deal with “one-man companies.” — See 
House of Commons Debates (Vol. 208, No. 92), 4th July, 1927. 
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income-tax administration is admittedly one of the best ^ 
in the world, the loss of revenue due to evasion was 
variously estimated at £5 to j^io millions.® In India the 
Healthy Public question is not SO much one of improved 
Opinion administration as of healthier and more power- 
Needed. pubUc opinion. It is sometimes given to 

the Chancellor of the Exchequer in Great Britain to acknow- 
ledge in the Press the receipt from anonymous contributors 
of what is described as “ conscience money," which repre- 
sents arrears of taxes evaded by dishonest assessees. These 
persons, stricken by bitings of conscience, sometimes think 
it their duty to square up their accounts with the Treasury. 
One would like to see very much in India even belated 
stirrings of conscience of this kind, rather than the apathy 
which makes reform difficult. 

1 Keynes wrote as follows : “ Somerset House, one of the best run and 
most useful institutions in this country, a remarkable creation of the 
British genius for administration .” — Economic Journal, June, 1927. 

2 Report of the Royal Commission on the Income Tax, 1920, para. 627. 



CHAPTER XIV 


THE TAXATION OF AGRICULTURAL INCOMES ^ 

No feature of the tax system of India distinguishes it so 
sharply from the British as the exemption from income 
Taxation of tax of agricultural rents and agricultural 
^^come^d^urin While in Great Britain agricultural 

1860-5 and ^ rents and profits are brought under taxation 
1869-73- under Schedules A and B respectively, such 
incomes, as we have already seen, have been exempt from 
taxation in India since 1886. Suggestions have been put 
forward from time to time to the effect that the mistake 
made by the early British administrators in effecting a 
permanent settlement of land revenue in Bengal and Behar 
should now be remedied by imposing an income tax on 
agricultural rents. Similar taxation proposals, but on a 
restricted scale, have been put forward with regard to 
temporarily settled areas as well.^ In this chapter the 
question of a tax on agricultural incomes wiU be discussed 
first with reference to Bengal, and then with reference to 
the temporarily settled areas generally. 

Few questions on Indian finance have given rise to greater 
controversy in recent times than the one connected with 
taxation of agricultural incomes in Bengal. The proposal 
to levy an income tax on agricultural incomes in this 
Province has been vehemently denounced as a violation of 
the terms of the permanent settlement, as absurd and 

1 A section of this chapter, viz., that dealing with the taxation of 
agricultural income in Bengal, was read before the Indian Economic 
Conference held in Calcutta in January, 1927. The paper was published 
in the Indian Journal of Economics (Conference Number, 1927) and also 
in the Calcutta Review, January-February, 1927. 

* See an article by B. G. Bhatnagar on “ Thoughts on Indian Finance 
in the Indian Journal of Economics, April, 1925. 
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unpractical,” and as emanating from a desire to ” seek 
cheap distinction.” ^ With equal warmth it has been 
advocated as necessary to correct a long-standing anomaly 
and an apparent injustice. Amidst the confusion of dis- 
crepant counsels, the country expected a clear and con- 
fident lead from the Taxation Inquiry Committee. The 
Committee, however, instead of giving an unequivocal 
verdict on the issue thus clearly framed, admitted the 
theoretic justification for such a levy, but dwelt on what 
they described as political ” and “ administrative ” 
difficulties. 

A review from the historical standpoint of the effects 
of the taxation of agricultural income in British India 
during 1860-5 ^.nd 1869-73 may not be without some 
value in the present controversy. 

India's first income tax levied in i860 brought under 
taxation the various categories of income irrespective of 
the source from which they were derived. Income from 
lands and houses, from professions, trade and employment 
and from annuities and dividends were all placed on the 
same footing as regards taxation, because, as Mr. Wilson 
put it, ” an income tax to be just ought to be universal 
and equal in its application to all alike within a certain 
limit of income.” This canon of universality as an essential 
feature of income tax was also emphasized by his successor 
Mr. Samuel Laing, who observed in 1861 that the capital 
and trade of India as well as her land should contribute in 
fair proportion towards the support of the State. 

The rules regarding the taxation of income from land 
were elaborated in the 97th section (Part 6) of Act XXXII 
of i860. So far as the temporarily settled areas were 
concerned, it was laid down that the profits from land 
were to be estimated at one-third of the land revenue. 
As the taxable minimum under the Income Tax Act of 
i860 was fixed at Rs.200 a year, it follows that in these 
areas only persons paying a land revenue of Rs.6oo a year 
or more were Kable to pay income tax in respect of their 

^ Vide written evidence of the East Bengal Landholders’ Association, 
Dacca, in the Taxation Inquiry Committee's Report, Vol. V, p. 549. 
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agricultural income. In aU other cases, as, for example, 
with regard to Bengal, the law was that actual returns 
were to be submitted by the owners, '' together with a rent 
roll containing the name of every person to whom such 
lands or houses or any part thereof are underlet by the 
person making any such return.'' The income tax was 
imposed on the actual profits from land thus ascertained. 
The necessity for submitting such a rent roll arose from the 
fact that the tax was chargeable not only on the zemindars, 
but also on the actual cultivators of the soil. It is necessary 
to remember this fact when passing a verdict of condemna- 
tion on all proposals to tax agricultural incomes in India, 
for it must be conceded that in thus trying to tax the 
income of the cultivators the Government ~ of the day 
wanted to do what was wellnigh impossible. The deter- 
mination of the farmers' profits is a matter of considerable 
difficulty even in advanced Western countries. In a country 
like India, where the farmers are illiterate and are not in 
the habit of keeping accounts, these difficulties are increased 
a hundredfold. The proposals to tax agricultural income 
in Bengal that have been made recently are not of this aU- 
embracing character, for they do not go to the length of 
suggesting that the farmers should be taxed on their profits 
from agriculture. 

This attempt to tax the agricultural income for the firsT 
time was bound to raise the question whether such taxation 
was legal, having regard to the terms of the permanent 
settlement ; and it is interesting to inquire at this stage 
what the official supporters thought about the measure, 
and with what feelings it was regarded by the landed interests 
whose income was thus brought under a general scheme of 
income tax. Mr. Wilson anticipated that the cry of ‘‘ broken 
pledge " would be raised, and he took care to make the 
position of the Bengal zemindars perfectly clear. He said 
that it was never in the mind of Lord Cornwallis that the 
fortunate landowners of Bengal should be exempted from 
any general tax that the necessities of the State required. 
There was no word as to exemption from taxes in the 
proclamation issued by Lord Cornwalhs. Equally emphatic 
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“ The sense of my obligation teaches me that it becomes an 
act of duty in me as a subject of my Gracious Sovereign not 
only to cheerfully acquiesce, but also to tender my humble 
support in aiding your new system to relieve our unavoidable 
financial difficulties. Permit me, sir, most respectfully to assure 
you that the immediate cause for the expression of my opinion 
is the attempt which has been made to oppose your admirable 
system of taxation — this opposition being founded upon the 
false assumption that it is a breach of the perpetual settlement. 

'' No doubt at the time the settlement was made it was con- 
sidered as sufficient for the exigencies of those days, but I cannot 
find anything in the terms of the permanent settlement to con- 
vince me that the zemindars of India have for ever been exempted 
from contributing to assist the Government when they incur 
unavoidable expenses in preserving property, life, the honour 
and all that is dear to them of those very zemindars. Sir, I as 
the greatest zemindar disclaim all such exemption. I am willing 
to submit most cheerfully to your wise system of taxation, 
which places this unavoidable impost equally on all classes. 
If you think that this declaration of mine, which is the result 
of mature consideration, will be any guide to my countrymen, 
if you think that the example thus set by the greatest proprietor 
of zemindaries in Bengal can induce his countrymen to believe 
that it is true to policy to surrender a portion for the security 
of the whole, I place in your hands my adherence to that admirable 
system of taxation by which, in my belief, your memory will 
be endeared to India,'' 

Whilst on this subject reference may also be made to 
the despatch of the 12th May, 1870, from the Secretary 
of State to the Governor-General in Council, in which the 
position of the Bengal zemindars was examined, and their 
legal liability with regard to the payment of income tax 
explained. Referring to the promise contained in the 
Regulations of 1793 that the public demand was fixed, the 
Secretary of State said : 

The public demand was to be fixed and permanent, such 
was the promise, and its scope and object were clearly explained 
in the concluding exhortation addressed to the landowners that 
they would exert themselves in the cultivation of their lands 
under the certainty that they would enjoy exclusively the fruits 
of their own good management, and that no demand would ever 
be made upon their heirs and successors by the present or any 
future Government for the augmentation of the public assessment 
in consequence of the improvement of their respective estates'' 
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The Secretary of State then proceeded to say that it was 
quite true that the income tax was in the fullest sense of 
the word a “ public demand.” But there was one thing 
which that tax was not. It was not an increase of pubhc 
demand levied upon the zemindars “ in consequence of the 
improvement of their respective estates.” He remarked 
that it was levied upon a wholly different principle and 
in respect of a wholly different kind of liability. One 
index and proof of this difference lay in the fact that although 
this public demand was made upon those to whom the 
promise of the permanent settlement had been given, it 
was made upon them only in company with other classes 
of the community, and with no exclusive reference to the 
source from which this income was derived. 

We may now pass on to consider the operation of the 
income tax in Bengal during 1860-5 1869-73 with a 

view to find out what the contributions of Bengal zemindars 
were by way of income tax, and to what extent, if at all, 
administrative difficulties stood in the way of the smooth 
working of the tax. It has been contended that the bulk 
of the zemindars of to-day are very poor, and that in 
Bengal at the present time a sum of Rs. 98,600,000 is inter- 
cepted by as many as 3,656,000 landholders of all grades, 
thus giving an average income per zemindar of Rs.28 a 
year.^ Arguments of this character based on average are 
absolutely misleading, for with equal plausibility it may 
be argued that since the average income of an Indian is 
only Rs.8o or so, Indians as a class are too poor to pay 
income tax, or for the matter of that any tax whatsoever. 
In trying to determine the taxable capacity of a community 
or any particular section of it, what we primarily want is 
not the average income but the distribution of income. 
A rough idea of the distribution of income in Bengal, both 
agricultural and non-agricultural, during 1860-5, t)® 

obtained from the following table : 

^Evidence of Sir P. C. Mitter before the Taxation Inquiry Committee ^ 
Vol. V, p. 480. 
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TABLE II 

Showing the Income Tax Assessees, Agricultural and 
Non- Agricultural, 1860-1865 




Number of Landholders 


Total Number of Persons 

and others deriving their 

Year. 

Assessed to Income Tax 

Income from Landed 


in Bengal. 

Property and Assessed to 
Income Tax in Bengal. 

1860-I . 

251,261 

100,715 

1861-2 . 

254.537 

97.198 

1862-3 • 

63,876 

33.415 

1863-4 • • • 

60,188 

32,462 

1864-5 • • • 

53.115 

32,200 


In interpreting these figures we must remember that the 
minimum taxable income was Rs.200 a year during 1860-2 
and Rs.500 during 1862-5. The conclusion which may be 
drawn from these figures is that the landholders and others 
deriving their income from landed property constituted by 
far the largest proportion, ranging from nearly one-third 
to one-half of the aggregate income tax-payers. Not only 
did they constitute by far the largest proportion, but they 
contributed half the aggregate receipts from income tax. 
This will be evident from the table given below : 

TABLE II 2 


Year. 

Total Demand for 
Income Tax, Bengal. 

Amount of Tax paid 
by Landholders and 
Others deriving their 
Income from Landed 
Property in Bengal. 


Rs. 

Rs. 

1860-I . 

4.639.536 

2,317.839 

1861-2 . 

4,219,902 

2,210,012 

1862-3 • 

3,241,320 

1,831,687 

1863-4 . . . 

2,350,127 

1,339,398 

1864-5 . . . 

2,072,892 

1,309,830 

Total 

16,523,777 

9,008,766 


^ Final Report on the Operation of the Income Tax in the Lower Provinces 
of Bengal, 1867. The figures given in this table and the following one 
do not include those of Calcutta. The income tax in Calcutta was ad- 
ministered by a Commission whose proceedings were independent of the 
Board exercising jurisdiction throughout the rest of Bengal. 

* Final Report on the Operation of the Income Tax in the Lower Provinces 
of Bengal, 1867. 
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These receipts, of course, include the contributions of 
the cultivators. The figures available for 1860-5 do not 
enable us to specify what proportion of this amount came 
from this source, but it would not be incorrect to assume, 
in view of the more definite figures available for 1870, that 
this contribution formed a small proportion of the total 
receipts. The Taxation Inquiry Committee have come to 
the conclusion that the tracing out of the share of the 
receipts of the intermediate holders of land is an impossible 
tax. Obviously in those early days when the income tax 
was new to the country and was regarded more or less a 
fiscal innovation, the Government did not find the adminis- 
trative difficulties of assessment insuperable. 

For the second time in the history of Indian finance 
agricultural incomes were brought under taxation during 
the period 1869-73. This period, as we have seen, was one 
of “ continuous trial and error ” ; the rate of the tax as 
well as the taxable minimum were adjusted from year to 
year, as the Government were trying to find out a rate 
and a taxable minimum which would cause as little hard- 
ship as possible and would at the same time yield a sub- 
stantial revenue. The gross collection of income tax in 
Bengal during 1869-70 from all sources, agricultural and 
non-agricultural, amounted to Rs.3, 366,181, out of which 
the proprietors, sub-proprietors, tenants and cultivators of 
land contributed a little more than Rs.1,476,000. The 
assessees, including the landholders and cultivators, were 
divided into five classes according to the amount of their 
income. The lowest class (Class I) consisted of those whose 
incomes ranged between Rs.500-1,000 a year. Higher 
incomes were classified as follows : 

Class II between 1-2 thousand rupees. 

Class III „ 2-10 „ „ 

Class IV „ 10 thousand — i lakh of rupees. 

Class V „ I lakh — upwards. 



Showing the Classification of Zemindars, etc., according to the Amount of their Income 
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According to this classification (a) the proprietors and 
sub-proprietors, (b) tenants, and (c) cultivators were divided 
1869-70 as shown in table III.^ 

It will be noticed from this table that the total number 
of proprietors and sub-proprietors, tenants and cultivators 
paying income tax on a minimum annual income of Rs.500 
a year numbered 73,324, distributed as follows : 

Proprietors and Sub-Proprietors . . . 25,483 

Tenants ....... 13.463 

Cultivators 34.37^ 

73.324 

Thus of the class which derived their income from agri- 
culture, the most numerous was the cultivators. But this 
class, though numerically large, was not very important 
from the point of view of the 3aeld of the tax, for it con- 
tributed a sum of Rs.367,246 out of a total contribution of 
Rs,i,476,840. 

It may at once be admitted that much of the unpopularity 
of the income-tax administration of this period was due to 
the attempt to tax the cultivators, and, if the history of 
this period has any lesson for us at the present time, it is 
that the repetition of this attempt can only end in exciting 
bitter and hostile feelings against the Government. A good 
deal of the harshness of the tax arose from the rough and 
ready method of arriving at the profits of cultivators. 
Thus Rs.5 was usually taken as the standard profit per 
bigha for rice cultivation. The Collector of Midnapur took 
Rs.75-80 as the profits per bigha for mulberry, while the 
Collector of Malda took Rs.814 per bigha as the standard 
profits for mango grafts. It is no wonder that hardship 
resulted from a system hke this. The Lieutenant-Governor 
of Bengal, while reviewing the operation of income tax 
during 1869-70, observed : 

“ I am therefore not surprised to find that in the Board’s 
report of i8th July, 1870, it is stated that the income tax falls 

^Annual Report on ihe Administration of Income Tax in Bengal during 
1869-70. 
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with the greatest severity on the class of ryots and agriculturists 
. . . that among them more than others a strong and bitter 
feeling has been excited by the tax, and that instances have been 
brought to the notice of a member of the Board in which culti- 
vators threaten to migrate to Nepal, where there is no income 
tax/' 

In a note dated the 20th January, 1872, the Governor- 
General expressed himself strongly about the need of reUev- 
ing the cultivating classes from the effects of a system 
which he described as one of extreme tyranny and '' down 
right robbery." The Lieutenant-Governor accordingly 
ordered that holdings not exceeding 50 acres should be 
exempt from income tax. This order, coupled with the 
raising of the exemption limit in 1871-2“ and 1872-3, had 
the desired effect of relieving the cultivators from harass- 
ment. 

In trying to form an estimate of the yield of the taxation 
of agricultural income at the present time in Bengal, we 
should therefore deduct the contributions of cultivators. 
Deducting this amount we find that the proprietors, 
sub-proprietors and tenants paid a sum of a httle over 
Rs. 1, 109, 000 as their share of the tax. It will be recalled 
that the taxable minimum was fixed at Rs.500 in 1869-70. 
The raising of this limit to Rs.2,000 (the existing level) 
would have reduced this contribution to Rs.722,000. This 
estimate is arrived at from the following figures taken from 
table III given above : 


Class III : Rs. 

Proprietors and Sub-Proprietors . . 250,154 

Tenants ...... 29,788 

Class IV : 

Proprietors and Sub-Proprietors . . 275,045 

Tenants ...... 4,987 

Class V : 

Proprietors ...... 162,162 


If the lowest rate of income tax existing to-day (viz., 
5 pies in the rupee) had been imposed uniformly in 1869-70 
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this yield would have increased to Rs.i2 lakhs. With the 
application of the principle of graduation the yield would 
have been considerably larger. 

It might be urged against this estimate that owing to 
continued subinfeudation and partition that have taken 
place since 1870 the number of zemindars with large incomes 
to-day was likely to be considerably less. In support of 
this view it was urged before the Taxation Inquiry Com- 
mittee in 1925 that there were only 650 zemindars in Bengal 
who possessed a minimum income of Rs.12,000 a year.^ 
This figure is arrived at from an analysis of the voters' 
list of the Indian Legislative Assembly. Now, on referring 
to table III we find that in 1869-70 the number of proprie- 
tors, sub-proprietors and tenants with an income of Rs. 10,000 
a year or more was 843. It must be remembered in this 
connection that Bengal of those days was larger in area. 
After making due allowance for this fact and also for 
difference in the basis of comparison (the basis of comparison 
being a minimum income of Rs. 10,000 in one case and 
Rs. 12,000 in another), it would appear that, roughly speak- 
ing, the distribution of agricultural income to-day is not 
materially different from what it was sixty years ago. As 
regards lower grades of income — incomes ranging between 
Rs. 2,000-10,000 a year — definite figures are not available 
to show what the existing distribution is. But we are 
aware of no evidence indicating that subinfeudation and 
partition have affected them in a greater degree than 
incomes higher up the scale. It is, however, possible to 
urge that as the size of the family varies inversely in pro- 
portion to income, the estates of the smaller proprietors 
have presumably been partitioned amongst a larger number 
of heirs. The validity of this contention is admitted, but 
it is necessary to bear in mind in this connection that lands 
are being continuously bought and sold. Simultaneously 
with the process of subdivision and partition there is going 
on a process of unification, as a result of which many of the 
smaller estates are being consolidated into larger units. 

^ Evidence of Sir <P. C. Mitter before the Indian Taxation Inquiry 
Committee, Vol, V, p. 480 et seq. 
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The circumstances which led to the exemption of the 
landed proprietors from income tax in 1886 have been 
referred to in a previous chapter.^ When the 
Agricultural provincial licence taxes were converted into 
Income since a general income tax in 1886, the existence 
^ of the cesses on land in some measure justified 

this exemption. Since then there has taken place a radical 
transformation in the character and purpose of the cesses. 
In 1905 the Government of India inaugurated the policy 
of confining these taxes for local purposes only. As the 
Government anticipated a large surplus they proposed to 
utilize it in the remission of taxation. In fulfilment of 
the policy of confining the cesses on land for purely local 
purposes, all the Acts under which cesses were levied for 
Provincial purposes, including those imposed for the relief 
of famines, were abolished. Thus the famine cesses in the 
United Provinces, the Punjab and the Central Provinces 
were abolished at a total cost of over 22 lakhs of rupees. ^ 
But a portion of the receipts from the Public Works Cess 
levied in Bengal continued to be credited to the Provincial 
exchequer. In 1913-14, in accordance with the recom- 
mendations of the Decentralization Commission,^ the re- 
ceipts from this source also were made over to the local 
bodies. The result is that no charge is at present imposed 
on land except land revenue and local rates. There is, 
therefore, nothing in the history of the case to justify the 
continuation of the exemption of the landed proprietors. 
If to-day this exemption is discontinued, it would mean 
not the violation of the Regulations of the permanent 
settlement, but a repeal of section 4, clause (3) {VIII) of 
Act XI of 1922 (the Indian Income Tax Act.) The only 
argument in favour of the continuation of this exemption 
is that lands have been bought and sold on the basis of 
this exemption, and that the buyer has paid a higher price 
for land in consideration of this exemption. It may, how- 
ever, be pointed out that so far as a present buyer is con- 
cerned he will be compensated by the general development 

^ See Chapter VIII. ® See Financial Statement for 1905-6. 

* Pars, Report of the Royal Commission on Decentralization, 1909. 
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of the country before many years are over. Besides, no 
citizen has a right to claim that his position must be made 
secure against all changes in taxation,* particularly when 
no promise, express or implied, was given that the exemp- 
tion from income tax would be continued for all time to 
come. 

The question of the imposition of a tax on agricultural 
incomes in the temporarily settled areas, both zemindari 
Taxation of and ryotwari, requires to be approached from 
i^ome^in^^ a slightly different point of view. In these 
Temporarily areas the theoretic justification for the levy 
Settled Areas, of a general income tax is prima facie lacking. 
As the land revenue is subject to periodical revision, it 
might with some plausibility be argued that the State has 
other means of demanding an adequate contribution from 
land. While the general soundness of this position may 
be conceded, there is a strong case for the imposition of 
a tax on larger agricultural incomes in the temporarily 
settled areas as weU. 

In this connection it is usual to discuss the question 
whether the land revenue is a tax or rent. Generally 
speaking, the official view has been that it should be classified 
as rent, the State being regarded as the proprietor of land. 
On the other hand, the popular Indian view has been that 
the Government of India never succeeded to absolute 
proprietary right in land, and that land revenue should 
be regarded as tax collected by virtue of the sovereign 
right of the State. Eminent authorities are cited by 
controversiahsts on both sides in support of their con- 
tentions. J. S. Mill, Fawcett, James Wilson, Strachey and 
a host of other authorities favour the view that land revenue 
is rent, while equally distinguished authorities are inclined 
to take the other view.^ The Indian Taxation Inquiry 
Committee could come to no unanimous finding on the 

1 See the decision of the Madras High Court in the S. of 5 . for India 
versus Penumecha V cnkatapathiraju Garu and another in Madras Weekly 
Notes, 1912, p. 124 ; also the Note of Dissent by Mr. Sullivan, Report 
of the Indian Famine Commission, 1880, p. 183. These and other opinions 
on the subject are gfVen in Appendix IV of Vol. II of the Report of the 
Taxation Inquiry Committee* 
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issue. They pointed out that so far as the temporarily 
settled areas were concerned there were certain features 
of land revenue which made it analogous to a tax, while 
other features made it resemble a rent. Mention may 
be made of the fact that there is no restriction on the 
ryot to sell or mortgage his lands, and that the process of 
collection of land revenue is akin to that of the collection 
of a tax.^ On the other hand, the Committee could not 
ignore the fact that sometimes the State in India performed 
many of the functions of a landowner, e.g., the grant of 
loans and of rent-free houses to payers of land revenue. 
It is futile to join in this controversy which Baden Powell 
describes as a profitless " war of words,'- for so far as the 
subject under discussion is concerned no final conclusion 
can be reached in this way. 

What is most important from our point of view is to 
emphasize one feature to which the Indian Taxation Inquiry 
Committee have drawn our attention. This is the extreme 
inequality in the tax-paying capacities of different classes 
of landholders. 2 At one end of the scale are the big land- 
holders who pay a comparatively small portion of the 
economic rent as land revenue. At the other end comes 
the cultivator of the small uneconomic holdings struggling 
with difficulty to make both ends meet. Under the existing 
Indian system, so far as the assessment of land revenue is 
concerned, these two classes are placed on exactly identical 
footing. The result is an absence of the element of pro- 
gression in the taxation of the income derived from land. 
This is a conclusion which is in no way affected by our 
verdict on the controversy whether land revenue is in the 
nature of a tax or rent. The tendency in European countries 
is to combine a tax on the annual or capital value of land 
at a flat rate, with a progressive tax on income including 
that derived from land. It is by this device that inequality 
of the kind existing in India is obviated. 

One of the remedies for this inequahty is to impose a 
tax on the larger agricultural rents in the temporarily 

^ Report of the Taxation Inquiry Committee, p. 67. 

* See Report, pp. 77, 79 and 357. 
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settled areas. Statistics are not available to show the 
existing distribution of agricultural income in British India. ^ 
But if the scheme should prove financially productive, 
there would be ample justification in theory for the proposed 
course. It has to be borne in mind that the practice of 
fixing the assessment for long periods renders the machinery 
of land revenue unsuitable for introducing an element of 
elasticity in the Provincial tax system. Then, again, the 
investment of capital in land is seldom attended in India 
by the performance of productive functions. Theoretically 
speaking, there is justification for the discrimination between 
the income derived from ownership and that derived from 
service. 2 


It is not within the scope of the present monograph to 
indicate the theoretically correct distribution of resources 
Division of between the Government of India on the one 
Income Tax hand and the Provincial Governments on the 
SntraTand Other. That is a subject intimately bound up 
Provincial with the larger question of the future of con- 
Governments. stitutional reforms in India. But a few obser- 
vations may be made on the vexed question of the 
distribution of the proceeds of income tax between the 
Government of India and the Provincial Governments. 


The financial arrangement under the Reform Scheme was 
based on the idea that there should be a clear-cut division 


of resources between the Central and Provincial Govern- 
ments. This idea led to the abohtion of divided heads of 
revenue and income tax became a Central source. As a 
slight departure from the scheme of clear-cut allocation of 
resources, the Joint Select Committee of Lords and Commons 
recommended that there should be granted to all Provinces 
some share in the growth of revenue from taxation on 


^ Neither the volumes dealing with agricultural statistics in British 
India, nor the annual reports on the land revenue administration in the 
several Provinces give these figures. So far as Bengal is concerned, the 
figures given in the Final Report on the operation of income tax, for 
1867 and those in the Annual Administration Report, 1869-70 have been 
utihzed. Similar figures for the Bombay and the Madras Presidencies 
are not available. 

* See Prof. C. J.^ Hamilton’s evidence before the Taxation Inquiry 
Committee, Vol. V, pp. 82-97. 
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incomes, so far as that growth is attributable to an increase 
in the amount of income assessed/' The object was to 
give to the Provinces some share in the increased receipts 
arising from progress. With that end in view Devolution 
Rule 15 laid down as follows : 

** Whenever the assessed income of any year subsequent to 
the year 1920-1 exceeds in any Governor s Province or in the 
Province of Burma the assessed income of the year 1920-1 
there shall be allocated to the local Government of that Pro- 
vince an amount calculated at the rate of 3 pies in each rupee 
of the amount of such excess." 

But the figures available show that this Rule has failed 
to carry out the object which the framers had in view. 
The Provincial shares of income tax during 1925-6 and 
1926-7 are shown in the table below : ^ 



1925-6. 

1926-7. 

Madras 

Rs. 

427,084 

Rs. 

464,228 

Bombay 

— 

— 

Bengal 

— 

— 

United Provinces 

2,504 

— 

The Punjab 

382,372 

402,341 

Burma 

892,174 

1,431,607 

Behar and Orissa 

241,320 

324,361 

Central Provinces and Behar 

135,687 

217,893 

Assam 

529,456 

492,008 


2,610,597 

3.332,438 


It is evident that so far as Bombay and Bengal are concerned 
they have not profited under the existing arrangement. 

Much of the unpopularity of the Reform is due to the 
financial stringency from which most of the Provincial 
Governments at present suffer. While all the expanding 
heads of revenue, hke customs, income tax and income from 
railways, etc., are appropriated by the Central Government, 

^ Finance and Revenue Accounts. 
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large to enable them to carry on their provincial affairs.^ 
Even the existing arrangement in India sanctioned under 
the Devolution Rule 15 is not free from the taint of divided 
heads/' The modification of the system on more rational 
lines should not necessarily mean the curtailment of the 
financial powers of the Provinces. The system of segrega- 
tion of sources of revenue coupled with the division of the 
yield seems to offer a solution of the difficulty which at 
present confronts the Provincial Governments. 

^ Villard and Willoughby : The Canadian Budgetary System, p. 36. 


T 



CHAPTER XV 
DOUBLE TAXATION 


Under modern conditions of life a person may be a citizen 
of one State, own property and business in a second, and 
Conflicts actually reside in a third State. The question, 
between Tax- therefore, arises, which of these States should 
Jurisdictions, privilege of taxing the individual in 

question. Problems of this character, generally speaking, 
are comparatively recent in their origin, although there are 
some who maintain that complications like these arose even 
as far back as the days of Adam Smith. Indeed, it has been 
held that when Adam Smith laid down that “ the subjects 
of every State ought to contribute towards the support of 
the Government as nearly as possible in proportion to their 
respective abilities — that is, in proportion to the revenue 
which they respectively enjoy under the protection of the 
State,” he was, amongst other things, referring to the case 
of persons having property in different countries. ^ Bastable 
points out that the concluding portions of the first canon 
of taxation imply a prohibition of double taxation. What- 
ever may have been Adam Smith’s intention, it is undoubted 
that international complications relating to taxation had 
not then assumed such prominence as at the present time. 

Double taxation arises owing to the adoption of two 
fundamentally distinct bases of taxation by the taxing 
authorities, namely, those of origin of income and of the 
domicile or permanent residence of the recipient of such 
income. This problem of conflict between the laws relating 
to taxation in different States was considered by a small 
committee consisting of Sir Josiah Stamp, Professors Sehg- 

^ Bastable ; Public Finance, Chap. VII, para. 3 of Book III. 
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man, Einaudi and Bruins appointed by the Finance Com- 
mittee of the League of Nations. In the course of their 
report the Committee point out that there are only four 
methods of avoiding international double taxation. They 
are : 

(1) to exempt from taxation all incomes going abroad ; 

(2) to allow as deduction from the tax due any tax paid to 

foreign countries ; 

(3) to classify incomes into two categories, according as 

origin or domicile is the preponderating element, and 
then to tax the first category of incomes in the country 
of origin and the rest in the country of residence of the 
recipient ; 

(4) Lastly, the method of division of the tax. Under this 

method, as a result of agreements between countries, 
a portion of the tax is borne by the country of origin 
and a portion by the country of residence. 

The first method is not likely to find favour with modern 
Governments handicapped by the eternal lack of pence. No 
State, particularly if its citizens are debtors in a preponder- 
ating degree in the world’s money market, is likely to impose 
upon itself a self-denying ordinance of the character sug- 
gested in it. The second method is equally unacceptable, 
though for a different reason, for it places upon the creditor 
countries the whole burden of taxation imposed in the 
debtor country. The third method suffers from the defect 
that complications are likely to arise when the problem of 
classification of income is taken in hand. For all practical 
purposes the method of mutual agreement offers the only 
suitable solution. 

It may at once be admitted that there are practical diffi- 
culties in the way of international agreements on questions 
of taxation, difficulties far more serious than those which 
are encountered in the case of tariff or commercial treaties 
between nations. The differences in the tax systems of 
two countries, in the method of arriving at taxable income, 
and in the pecuniary sacrifice of the contracting parties, 
make it difficult for two foreign Governments to come to 
an agreement hkely to be acceptable to both. 
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Obstacles of this nature, though real, are likely to be less 
formidable in the case of countries bound together by ties 
Double Taxa common political allegiance, whose economic 
tion within the interests require a free flow of capital from one 
part to another. Hence it is that this last 
method has been adopted to avoid double 
taxation within the British Empire. Before considering 
the details of the existing scheme it may be worth while 
to review historically the successive stages of development, 
which have finally culminated in the acceptance of the idea, 
that common political and economic interests of those 
resident in the British Empire justify a policy of mutual 
concessions on settled fines. 

It is interesting to note that attention was drawn for the 
first time to the problem of double taxation within the 
British Empire as a result of the imposition of an income 
tax in India in i860. In 1861 a petition was presented to 
the House of Commons by residents in the United Kingdom 
whose income was derived from India. They found for 
the first time that their income was subjected to taxation 
both in Great Britain and in India. On the 19th March, 
1861, attention was drawn to this grievance in a motion 
before the House of Commons. It was suggested in the 
course of the debate that followed that one of two alter- 
natives might be adopted. One proposal was to exempt 
from taxation in Great Britain aU incomes which were 
subject to income tax in India and vice versa. The other 
alternative was somewhat similar to the third solution 
offered by the sub-committee appointed by the League of 
Nations. The proposal was to tax real property in the 
country of origin and personal property in the country of 
residence. Both the alternatives proved unacceptable at 
the time, as it was felt that Great Britain should not change 
her tax system simply because another country had found 
it necessary to impose an income tax.^ The burden of 
double taxation was felt not only by individuals resident 

^ See Appendix 7 (c)^o the First Instalment of the Minutes of Evidence 
before the Royal Commission on the Income Tax, 1920. See also memorial of 
the Civil Service of India regarding grievance as to retiring allowances. 
Cd. 230 of 1862. 
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in Great Britain, but also by companies registered there and 
carrying on business in India. Under the operation of the 
Indian Certificate Tax Act of 1868 all companies had the 
option of paying an annual composition tax of Rs.500 on 
each of their agencies or of being assessed at the rate of 
I per cent, of their declared dividend for the year. It was 
believed at the time that in the case of companies having 
their head offices in London and operating by means of 
agencies in India, the i per cent, rate was to be levied only 
on the dividend earned in India. ^ The companies were 
soon disillusioned, when the Government interpreted the 
clause as meaning that the tax was to be charged on the 
entire dividend, irrespective of whether the dividend was 
earned in India or abroad. ^ The Committee of the Bengal 
Chamber of Commerce recorded their emphatic protest 
against this decision under which the profits earned in one 
country were made tributary to the revenues of another, 
and referred to it as '' a novel idiosyncracy in Political 
Economy.'' But their grievance relating to double taxa- 
tion remained unredressed. 

From 1893 onwards the problem assumed a different 
shape as the Dominions began to impose income tax, and 
agitation against double income tax began to grow louder 
and louder. 

In 1896 the matter engaged the attention of the Royal 
Colonial Institute and a remonstrance was sent to the Chan- 
cellor of the Exchequer in England. As a result of this and 
other remonstrances the grievance was ventilated in the 
House of Commons, and in 1896 an amendment was moved 
to the Finance Act providing for relief against double taxa- 
tion. The amendment ran as follows : 

“ Provided that when the Commissioners are satisfied that 
in a British possession duty is payable in respect of any 
Protests against income accruing in such possession, they shall 
Double Taxa- allow a sum equal to the amount actually paid 
tion, 1893-1916.^5 such duty to be deducted from the amount 

^ Letter of the Bengal Chamber of Commerce, dated the i8th April, 
1868, to the Government of India. 

* Reply of the Government of India, dated the 28th April, 1868, Report of 
the Bengal Chamber of Commerce for the half-year ending 30th April, 1868. 
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payable as income tax in respect of that income if received in 
the United Kingdom.’' 

Nothing tangible resulted from this amendment. 

The question was also debated in India in the Legislative 
Council. On the 3rd February, 1899, the Hon. Mr. Allan 
Arthur asked whether the Government would move the 
Secretary of State for India with a view to provide that, 
income tax should not be levied in England on incomes on 
which Indian income tax had already been paid. On behalf 
of the Government Sir James Westland stated in reply that 
the Secretary of State would be communicated with. There 
is nothing on record to show what reply was received from 
the Secretary of State. 

The matter was next taken up by the Fourth Congress 
of the Chambers of Commerce of the British Empire which 
met in London in June, 1900. This Congress passed a 
resolution drawing attention to the inequitable character of 
the laws in question. The resolution was in the following 
terms : 

‘‘That it is inequitable that income tax be levied in the 
United Kingdom on profits made in British Colonies and pos- 
sessions upon which income tax has been paid in such Colonies 
and possessions, and that it is equally inequitable that income 
tax be paid in any British Colony or possession on profits made 
in the United Kingdom upon which income tax has been paid 
in the United Kingdom, and that representation be made to 
the Home and Colonial Governments urging the repeal of enact- 
ments imposing double income tax on British subjects." 

After the passing of this resolution the attention of the 
Bengal Chamber of Commerce, Calcutta, was drawn to this 
matter early in 1902 by Mr. D. F. Mackenzie of the firm of 
Messrs. Mackneil & Co. The result of Mr. Mackenzie's 
action was that it was decided to send a memorial to the 
Viceroy on the subject. The memorialists, who belonged 
for the most part to the Bengal Chamber of Commerce 
and the Calcutta Trades Association, drew the attention of 
the Government of India to the resolution passed at the 
Conference of tfie Chambers of the British Empire, and 
took their stand on the principle that nowhere in the terri- 
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tones subject to H.M. the King-Emperor there should be 
double taxation in respect of the same income. They sug- 
gested that the principle which had already been embodied 
in section 20 of the British Finance Act, 1894, prohibiting 
double taxation with respect to death duties should be 
extended to income tax as well.^ The memorial was in 
due course forwarded by the Government of India to His 
Majesty's Government in England with the observation 
that the matter was one on which pubhc opinion in India 
felt strongly, and that it seemed desirable to remove every 
impediment to the free flow of English capital in India. 
The Lords Commissioners of His Majesty's Treasury did 
not see eye to eye with the Government of India on the 
subject and turned down the proposal. They refused to 
admit that any injustice was involved in taxing the same 
income twice, as owing to the circumstances of the case the 
recipients of these incomes were citizens of both the countries 
and required the protection of two Governments. Financial 
considerations also stood in the way of the relief asked for, 
as the amount of income enjoyed by the residents in the 
United Kingdom was comparatively large. If a policy of 
mutual concessions was adopted by the Colonies and depen- 
dencies on the one hand and United Kingdom on the other, 
the loss to the British Exchequer was likely to be much 
greater than the sacrifice which India and the Colonies 
would have been called upon to make. This loss to the 
British Exchequer would have to be made good by fresh 
taxation on the people of Great Britain. The analogy of 
concession in respect of death duties granted under section 
20 of the Finance Act, 1894, was, in the opinion of the 
Lords Commissioners, not a vahd one, as the Estate Duty 
was only an occasional tax levied on capital and not on 
income. 2 

The Government of the United Kingdom adopted the 
same attitude eight years later, when in 1911 the Imperial 
Conference discussed a resolution to abohsh double taxation 

1 Memorial dated the ist November, 1902, Report of the Bengal Chamber 
of Commerce for 1902, Vol. I, p. 58. 

2 Letter No. 6094, dated the 25th May, 1903, from the Lord Com- 
missioners of His Majesty’s Treasury. 
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within the Empire. The Prime Minister, while expressing 
sympathy with the resolution, declined to give up the 
revenue involved. 

The hardship resulting from double taxation became much 
more acute in 1914, when under the Finance Act of that 
Partial Relief year the Government of the United Kingdom 
during 1916-20. (jecided to extend the liability to income tax 
to unremitted incomes accruing abroad from stocks, shares, 
and rents. To this was added the further difficulty caused 
by the increase in the rate of income tax during the war. 
AU these strongly pointed to the need for providing some 
relief even if it was partial, and in 1916 section 43 of 
the Finance Act provided a relief which was admittedly 
temporary and was " without prejudice to future considera- 
tion of the relative claims of the Exchequers of the United 
Kingdom and of the Dominions.'' Section 43 of the 
Finance Act, 1916, provided that where an individual had 
borne United Kingdom tax at more than 3s. ()d, in the 
and Dominion tax in respect of the same income, he should 
be refunded : 

(а) such an amount as would reduce the United Kingdom 

income tax on that part of his income to 3s. bd, in the 
L or 

(б) the amount of the Dominion tax on that part of his income, 

if that amoimt is smaller than the repayment under {a). 

The relief provided by this section was in the nature of a 
makeshift, as smaller incomes did not benefit at all. 
In the case of incomes which did benefit, the maximum 
relief was only is. 6d, in the £, as the rate of the British 
income tax in 1916 was 5s. in the £. In 1918 the British 
rate was increased to 6s. in the £. The maximum relief 
which could be claimed in the United Kingdom in respect 
of double taxation was, therefore, raised to 2s. 6d. in 
the^. 

Meanwhile the Imperial War Conference had met in 1917 
and had psissed a series of resolutions urging, among other 
things, the adoption of suitable steps immediately after the 
conclusion of theVar with a view to remedy the existing 
unsatisfactory character of relief. The question was finally 
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lower of the two taxes (British and Indian) is given in India. 
Section 49 of the Indian Income Tax Act provides for 
this further rehef. It runs as follows : 

‘‘If any person who has paid Indian income tax for any 
year on any part of his income proves to the satisfaction of the 
income tax officer that he has paid United Kingdom income 
tax for that year in respect of the same part of his income,, 
and that the rate at which he was entitled to, and has obtained, 
relief under the provisions of section 27 of the Finance 
Act, 1920, is less than the Indian rate of tax charged in respect 
of that part of his income, he shall be entitled to a refund of 
a sum calculated on that part of his income at a rate equal to 
the difference between the Indian rate of tax and the rate at 
which he was entitled to, and obtained, relief, under that section : 
Provided that the rate at which the refund is to be given shall 
not exceed one-half of the Indian rate of tax/' 

Till the beginning of the year 1922 the Indian rates of 
income tax and super-tax combined were less than half 
the corresponding British rates all along the scale of income. 
There could, therefore, arise no claim for refund in India 
under section 49. The entire cost of relief fell upon 
the British Exchequer. With the raising of the rates in 
1922 the Indian treasury was called upon in some cases to 
make the requisite refund to ensure that no person should 
pay in all at a rate of tax in excess of the higher of the two 
rates. 

These rules relating to the avoidance of double taxation 
are working satisfactorily. There is, however, one matter 
of detail which may be mentioned. The Indian Income 
Tax Act provides that claims for refunds in India should be 
“ made within one year from the last day of the year in 
which the tax was recovered.'" ^ But before claiming this 
relief in India an assessee must first obtain from the author- 
ities of the United Kingdom the reUef due, and then submit 
his claims for the balance of relief in India. He must also 
produce a certificate that he has in fact obtained relief from 
the Enghsh Treasury, and also proof of the rate of the relief. 
These formalities require time, and it often becomes difficult 


^ Section 50, Act XI of 1922, 
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for business men to produce the required proof within the 
allotted time. It is true that the income-tax authorities 
accept a formal notice within the sanctioned time as suffi- 
cient, even though not accorr^panied by aU the required 
particulars, but it is much better that law and actual prac- 
tice should coincide, rather than discretion be left to the 
authorities. The time hmit should be suitably extended 
and the law modified accordingly. 

There is one other aspect of double taxation which 
requires more than a passing reference. Section 49 of 
Double Taxa- the Indian Income Tax Act of 1922 provides 
india^^i^^^in ^ for relief from double taxation as between 
the Native India and Great Britain only. It does not 
States. afford any relief in other cases, such as may 

arise owing to a company having its head office in British 
India and branch offices in one of the numerous Native 
States of India. Some of these States have now imposed 
an income tax of their own, with the result that many 
companies are taxed in British India as well as in the Native 
States. A small concession was granted to these companies 
in 1915, when the Government of India laid down that in 
the case of such businesses income tax paid in a Native 
State should be deducted from the total income before 
assessing income tax in British India. ^ This action of the 
Government did not provide for that full measure of relief 
which business men wanted. An attempt was made to 
give this relief in 1922, when during the debates over the 
Indian income tax bill an amendment was moved provid- 
ing that in all cases of double taxation of the same income 
in a Native State and in British India the assessee should 
be entitled to a refund not exceeding half of the British 
Indian rate of tax. The amendment, if carried, would have 
caused a considerable loss of revenue to the Indian treasury. 
For it would have amounted to an admission that wherever 
the same income was taxed twice, once by the Government 
of India and a second time by a Native State, the latter 

^ Letter of the Government of India, No. 1510 F, dated the 23rd October, 
1915, in the Report on the working of Income Tax in Bengal, during 
triennium ending 31st March, 1917. 
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authority had the prior claim under all circumstances to 
any income tax upon that income. The entire cost of relief 
would then have fallen on the Indian treasury. That 
arrangement would have been exactly the reverse of that 
subsisting between Great Britain and India during 1920-1 
under section 27 of the Finance Act of 1920. What the 
situation required was an arrangement under which the 
loss could be shared equally between the two taxing 
authorities. The Joint Committee of the Legislative 
Assembly and the Council of State on the income tax bill 
of 1922 had recommended that immediate steps should 
be taken to enter into negotiations with the Native States 
on the subject. On an assurance being given by the 
Government of India that they were prepared to carry out 
this recommendation, the amendment was withdrawn. 

The Government of India have since then entered into 
negotiations with several Native States, and have granted 
Relief rehef under section 60 of the Income Tax 

Provided. 1922. Section 60 runs as follows : 

‘'The Governor-General in Council may by notification in 
the Gazette of India make an exemption, reduction in rate or 
other modification in respect of income tax in favour of any 
class of income or in regard to the whole or any part of the 
income of any class of persons.” 

In July, 1926, arrangements were in force for relief of 
double taxation with the following Native States : 

Baroda, Travancore, Dhar, Patiala, Bhawalpur, Jind, 
Kapurthala, Loharu, Sachin, Akalkot, Phaltan, Benares, 
Bastar, Ranker, Raigarh, Jashpur, Sarangar, Makrai, 
Kawardha, Korea, Khairagarh, Nandgaon, Chhuikhadan, 
and Mayurbhanj. 

Under existing arrangement an assessee is entitled to 
recover the lesser of the two taxes, and the cost of relief 
is shared equally between the two taxing authorities.^ The 
Government of India Notification dated the ist July, 1926, 
provides that the assessee should be given a refund at a 
rate equal to half the State rate of tax, provided that the 


^ Report of the Taxation Inquiry Committee, para. 255. 
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rate at which the refund shall be given shall not exceed one- 
half the Indian rate of tax.” ^ 

^ Income Tax Manual (1925), p. 1456. An illustration may be given 
here of the type of income tax prevalent in the Native States. In Mysore 
the tax is imposed on all income from whatever source derived, arising 
or received in the State or deemed to arise or be received in the State. 
Agricultural income and income of local authorities are exempt. 

The rates of tax in force during 1927-8 were as follows : 

A. Individuals, unregistered firms and Hindu undivided families. 


Total Income. 

I Rate per Rupee on Taxable Income. 

Not less than 

But less than 

Annas. 

Pies. 

Rs. 

Rs. 



— 

2,400 

Nil 

Nil 

2,400 

9,000 

— 

3 

9,000 

25,000 

— 

4 i 

25,000 

40,000 

— 

6 

40,000 

50,000 

— 

9 

50,000 


I 



B. Companies and registered firms paid at the rate of one anna in the 
rupee. 

In addition to this tax, super-tax was payable at the rate of i anna 
in the rupee by individuals, unregistered firms and companies on the 
amount by which the total income exceeded Rs. 50,000 a year. In the 
case of Hindu undivided families the first 75,000 rupees was exempt 
— see Income Taxes in the British Dominions, 1928 (H.M. Stationery 
Office), pp. 212-21. 
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THE ADMINISTRATIVE MACHINERY 

It has been remarked that conditions of administration are 
no less important than the rate of taxation in determining 
the success or failure of income tax.^ Even the most equit- 
able income tax becomes unfair in its incidence, if the mach- 
inery for its enforcement is not adequate to prevent evasion. 
It is unfortunate that this important aspect should have 
been ignored in India in the early days of income-tax adminis- 
tration, and in accordance with the policy then prevailing 
the Collector Magistrate became the local head of the adminis- 
tration in aU its branches, including the collection of income 
tax. 

Ever since the first introduction of income tax in India 
until very recent times, the income-tax department had 
^ ^ been treated as subsidiary to the department 

InCOTIlG T3.X 

administered by of land revenue. Even as late as in 1886, 
when it became apparent that an income tax 
in some form or other was needed to maintain 
equilibrium in the budget, no specialized staff was created 
charged with the specific duty of looking after income-tax 
work in the Provinces. In every Province, except to a 
small extent in Bengal, the income tax was administered 
by the Collector of land revenue aided by his subordinate 
officers. The designation of these subordinate officers varied 
from Province to Province. For instance, in the rural areas 
of the Bombay Presidency, assessments were made by per- 
sons who were styled Mamlatdars or Mahalkaris,^ In the 

^ See Bullock : Selected Readings in Public Finance, p. 482. 

* Report on the Administration of Income Tax in the Bombay Presidency, 
1886-7. 
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towns the Huzur Deputy Collectors were entrusted with the 
work. In the North-Western Provinces (subsequently 
renamed the United Provinces of Agra and Oudh) the sub- 
ordinate officers were styled Tahshildars. In the Province 
of Burma the income tax assessment roll was prepared by 
Subdivisional Officers or Township Officers with the aid of 
Taik Thugyis ^ and village or ward headmen. ^ The latter 
were remunerated by a fee of 3 per cent, on their collections. 

The absence in Bengal of a village land revenue establish- 
ment, such as was to be found in other Provinces of India, 
necessitated the creation of a more or less specialized sub- 
ordinate staff for the work of income-tax assessment. In 
1886 the districts in Bengal were divided into three classes 
according to their importance. One Assessor was appointed 
for a period of twelve months in every district. In addition, 
Specialized districts of the first class in which the work of 
Subordinate assessment was comparatively heavy, were 
staff m Bengal, Assessors, and districts of the second 

class one Assessor for a period of six months. Calcutta was 
fortunate in possessing a self-contained staff from the very 
beginning. The town of Calcutta with suburbs and the 
town of Howrah were constituted into a separate district, 
and placed under a Collector who was assisted by a varying 
number of Deputy Collectors and Assessors. In other dis- 
tricts the Collector of land revenue exercised general super- 
vision over the Deputy Collectors who were assisted by the 
Assessors. 

It might seem at first sight that the arrangement thus 
adopted in Bengal, although not an ideal one, was at any 
rate economical, having regard to the nature and amount 
of income-tax work that had to be done in those days. As 
a matter of fact the short-sighted policy of economy was 
carried farther than was necessary. For the Assessor of 
income tax was an Inspector of Excise as weU, and in this 
last capacity had to look after the collection of revenue 
from the sale of exciseable intoxicants.® It is true that on 

^ Taik Thugyis are circle officers who prepare the land revenue assess- 
ment rolls and collect the land revenue. 

2 Report on the Administration of Income Tax in Burma, 1 898-9. 

® Government of Bengal Order No. 1375, dated the 26th March, 1887. 
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the appointment of a Commissioner of Excise in Bengal in 
1890, a separation was carried out between income tax and 
excise establishments,^ but this separation was applicable 
only to the Assessors. So far as the Deputy Collectors were 
concerned, they continued to perform both excise and income- 
tax work till the years 1915-17, when the formation of a 
close excise service led to a change in the system.* To 
add to the burden of the poor Deputy Collector, he was 
sometimes given in addition treasury work and criminal 
judicial work. The work of the income-tax department 
did not materially suffer when the Deputy Collector com- 
bined excise and income-tax work, as both necessitated 
touring in the interior of the district. But if to these were 
superimposed revenue and judicial work, which necessitated 
prolonged stay at head-quarters, it became difficult for even 
the able and energetic amongst them to attend to these 
multifarious duties. 

What was true of Bengal was more or less true of other 
Provinces. The land revenue officers burdened with mis- 
cellaneous duties had rarely time completely to master the 
provisions of the Income Tax Acts or to scrutinize the 
accounts of the assessees. The result was that the assess- 
ment of small up-country assessees who kept no accounts, 
and about whom the assessing officer knew nothing person- 
ally, was a matter of guesswork based often on rumours 
and hearsay.* It was, therefore, futile to expect a satis- 
factory increase in the receipts from income tax, even when 
the receipts from other sources of revenue suggested a period 
of prosperity. To quote only one instance, the Govern- 
ment of Madras noticed during 1913-14 that the revenue 
from income tax showed little development, such as might 
be expected from a consideration of the usual tests of pros- 
perity, and called for a report from the Board of Revenue. 
The Board admitted the existence of this unsatisfactory 
state of affairs and suggested as a remedy, amongst other 
things, the emplo3mient of a staff of trained accountants to 

^ Government Bengal Order dated the 4th December, 1889. 

^ Report on the Working of Income Tax in Bengal, triennium 1915--17. 

* Report on the Administration of Income Tax in the Presidency of Madras, 

1923-4- 
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scrutinize the accounts placed before the assessing officers. 
The Government of Madras sanctioned as an experimental 
measure the appointment of several accountants in Madras, 
Madura and Ramnad districts. Similar experiments were 
tried more or less in all Provinces, particularly in large 
industrial areas during 1912-17.^ 

But the real impetus to the appointment of a speciahzed 
staff came with the passing of the Income Tax Act of 1918. 

The Act of 1918 was a far more compUcated 
The Income measure than the one which it superseded. 
Tax Act of requiring for its successful administration a 
E^mpioymeSTof knowledge of the general principles of account- 
a Specialized ing and also of the various systems of book- 
keeping current in the different Provinces. 
Such technical knowledge the ordinary district 
staff employed mainly in land revenue work was hardly 
expected to possess. The growing complexity of work, due 
partly to the increase of rates that had taken place during 
1916-17, and the consequent increased attention that the 
assessees themselves bestowed on the preparation of their 
accounts also necessitated a correspondingly increased atten- 
tion from the revenue authorities. This attention the 
overworked executive staff could not bestow. Need was, 
therefore, felt for the appointment of a staff devoted solely 
to income-tax work. The speciahzation in the staff took 
two different forms. In the first place in the Presidency 
towns the Government tried to secure the services of experts 
as far as practicable. In the second place in districts and 
towns the aim was to employ a special estabUshment not 
so technically trained as in the Presidency towns, but a 
special revenue estabhshment solely devoted to income-tax 
work. Thus in the Madras Presidency the immediate effect 
of the passing of the Act of 1918 was that the existing staff 
of Inspectors and Accountants in the Madras city was 
strengthened, and special Inspectors were appointed in 
select localities. The administration of the income-tax 

^ Report on the working of Income Tax, Bombay, triennium ending March, 
1917, and also of the previous triennium ; also of Bengal, triennium ending 
March, 1917. 

U 
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department was transferred to one of the Commissioners 
of Land Revenue who was eventually relieved of land revenue 
work.^ In the United Provinces an Assistant Commissioner 
was appointed in 1918. In the same year selected Deputy 
Collectors were appointed in most districts as whole-time 
income-tax officers. A whole-time Collector of Income Tax, 
who was a Chartered Accountant, was appointed for Ran- 
goon in November, 1918, with highly satisfactory financial 
results. The receipts from income tax rose from Rs.32‘1 
lakhs in 1917-18 to Rs.50 lakhs in 1918-19 and to Rs.69*3 
lakhs in 1919-20. A substantial increase of revenue was 
expected in any case, in view of the post-war rise of prices 
that had taken place. But what was most significant was 
that the increase in the revenue was confined to Rangoon, 
while the receipts from the districts remained stationary. 
The following table illustrates the receipts from Rangoon 
and those from other districts during 1917-18 to 1919-20. ^ 


Year. 

Receipts from 

1 

1 Receipts from 

Rangoon in Rupees. 

Districts in Rupees. 

[ 

1917-18 .... 

3,211,616 

858,009 

1918-19 .... 

5,000,694 

920,068 

1919-20 .... 

6,934,904 

821,797 


It was estimated that in some of the cities of the Punjab 
the effect of the estabhshment of a specialized agency was 
an increase in the yield by as much as 49 per cent. During 
1919-20 the Calcutta income-tax office was strengthened 
in several ways, among others by the temporary appoint- 
ment of two additional income-tax assessors, and of one 
additional examiner of Marwari accounts. The Assessors 
were now divided into two classes, viz., those who were 
mainly employed in outdoor work in ascertaining names, 
addresses and other information of persons liable to income 

1 Vide Report on the Woijiing of Income Tax, Madras, triennium ending 
March, 1920. 

* Report on the Working of Income Tax, Burma, triennium 1917-20. 
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tax, and those doing office work.^ In the Bombay Presi- 
dency, also, the income-tax establishment was suitably 
strengthened. 2 

The increased employment of a specialized staff, which 
may be said to have commenced with the passing of the 
Centralization Income Tax Act of 1918, was continued in the 
under the next few years. In the meantime the Montagu- 
Reforms. Chelmsford Reforms had been inaugurated, 
and, as one of the fundamental principles of the constitu- 
tional reforms was that there should be a clean-cut division 
between the functions and resources of the Central and those 
of the Provincial Governments, it became necessary to reheve 
the latter of their task of administering the income-tax 
department. Income tax became a central source of revenue 
and the Income Tax Act of 1922 created a Board of Inland 
Revenue under the Government of India. This Board was 
specifically entrusted with the care and management of 
income tax work. On the constitution of the Central Board 
of Revenue early in 1924, the Board of Inland Revenue 
ceased to function.^ The Central Board administers, in 
addition to income tax, other central sources of revenue 
such as customs, salt, opium, and to a certain extent excise 
and stamps which are at present mainly Provincial sources. 
It might thus appear that the centrahzation of administra- 
tion in the department of income tax was the direct out- 
come of the political' changes. But there is one considera- 
tion which must be borne in mind in this connection. The 
process of centralization could not have been long delayed 
in any case. As we have seen, the latitude given to the 
Provinces before 1922 had resulted in diversity of practice 
in several matters causing inconvenience to traders and 
business men. The political reforms merely hastened the 
adoption of a step which was inevitable in the interest of 
uniformity.'* 


^ Report on the Administration of Income Tax in Bengal, 1919-20. 

^ Report on the Working of Income Tax, Bombay Presidency, triennium 
ending March, 1920. 

® Act IV of 1924. 

* See in this connection the speeches of Sir Basil Blackett and of Mr. 
Arthur Moore in the Indian Legislative Assembly on the 13th March, 1928. 
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The Act of 1922, besides centralizing the administration 
of income tax, laid the foundations for the employment 
of a whole-time staff of of&cers whose functions are in many 
respects analogous to those of Inspectors of Taxes in Great 
Britain. It was contemplated that the staff should consist 
of experts of high standing, trained in accountancy, whose 
remuneration should be such as to attract men of this type. 
The All-India Central Committee of officials and non-officials 
convened in July, 1921, to make recommendations regarding 
the income tax bill of 1922 had emphasized the need for 
technical training on the part of these officers. They 
remarked : Accountancy should be one of the foundations 
of training for the whole service.'' To realize vividly the 
The Employ- progress made with regard to the standard of 
ment of attainments needed of an income-tax officer, 
Experts. necessary to carry our mind back into 

the early 'nineties, when a knowledge of the vernacular 
numerals and of the languages in which the Indian accounts 
were kept, was a sufficient passport to a fairly important 
and responsible position in the income-tax department. 
When the Bengal Board of Revenue laid down in 1 895-6 
that the assessors should gradually learn not only the 
numerals, but also the languages in which accounts are 
kept," it perhaps felt that the standard was exacting enough. 
But the progress made in the intervening years had made 
such a standard hopelessly antiquated. Under the Acts of 
1886 and 1918 the powers connected with income-tax ad- 
ministration were exercised by the Chief Revenue Authority, 
which was the Board of Revenue, the Commissioner of a 
Division who was the appellate authority, and the Collector 
of land revenue who was the assessing officer. At the 
present time under the Act of 1922 the head of the income 
tax department of a Province is the Commissioner of Income 
Tax, the appellate authority is designated as the Assistant 
Commissioner of Income Tax, wliile the actual work of 
assessment is performed by a technically trained body of 
men known as Income Tax Officers. 

The Central Board of Revenue is appointed by the Gover- 
nor-General in Council. This body consists at present of 
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two members and is assisted by a Secretary and subordinate 
staff. The Commissioner of Income Tax is also appointed 
by the Governor-General in Council.^ The rest of the Pro- 
vincial staff are appointed and dismissed by the Commis- 
sioner subject to the control of the Governor-General in 
Council. This control is an indirect one, as it is exercised 
through the agency of the Governor in Council of the respec- 
tive Provinces. 2 

As the All-India Committee on the income tax bill of 
1922 had recommended that the separate whole-time agency 
outlined above should consist only of technically trained 
men, the staff could not be recruited all at once in sufficient 
numbers to enable the old agency to be supplanted en bloc 
by the new. Accordingly, the transfer from the depart- 
ment of land revenue to the newly created department was 
effected gradually. By the end of 1923-4 the new depart- 
ment had completely supplanted the old in the Punjab, 
North-West Frontier Provinces, Behar and Orissa, the 
Central Provinces and the United Provinces.® By March, 
1927, the entire work had been taken over by the special 
income-tax staff, except in nine districts in Upper Burma 
and four districts in Lower Burma. ^ 

The only Province in which the work still continues to 
be performed largely by the land revenue department is 
Assam, where the Provincial Government administer the 
tax in return for a commission of 3 per cent, on the collec- 
tions, other than those on Government salaries and interest 
on securities. A staff of two whole-time Income Tax Officers 
is maintained out of this commission, the duty of these 
officers being to assess the bigger concerns in the Province.® 

In addition to the Provincial staff described above, an 
all-India staff has been appointed, posted mainly at the 
head-quarters of several railways and those of certain mili- 
tary and civil audit offices. The duty of this Central staff 

^ Section 5 (3) of Act XI of 1922, as amended by section 2 of Act XVI 
of 1928. 

^ Income Tax Manual, Vol. I, p. 91. 

® Report of the Central Board of Revenue, 1923-4. 

* Report of the Central Board of Revenue, 1926-7. 

® Report of the Central Board of Revenue, 1925-6. This arrangement 
with Assam terminates on the 31st March, 1929. 
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is to assess the officers who are liable to transfer from one 
Province to another, and the employees of the railways 
which pass through more than one Province. ^ The expen- 
diture incurred in the maintenance of the income-tax 
staff during 1913-14 was Rs.469,000. During I92I-2 
it amounted to Rs. 2, 820, 000. In 1922-3 it rose to 
Rs.4,701,000. It will be noticed that the expenditure 
increased tenfold during a period of nine years. But a 
part of this increase is more apparent than real. As the 
collection of income tax was in the hands of land revenue 
officers before the appointment of a whole-time staff, the 
The Cost of the only item debited to income-tax expenditure 
New Agency, the figure for 1913-14 was the expenditure 
on the special whole-time staff employed in the Presidency 
and large industrial towns. As income tax was a divided 
head of revenue before the Reforms, both the receipts and 
the cost of collection were shared between the Central and 
the Provincial Governments. We have already seen ^ that 
from 1921-2 the Provincial Governments received an 
assignment of 3 pies in the rupee of every additional rupee 
of income assessed in the respective Provinces in excess of 
the amount assessed in 1920-1. Under this arrangement 
the Provinces had to pay 25 per cent, of the cost of collec- 
tion. Under the new Devolution Rules framed in 1922-3 
the Central Government undertook to pay the whole cost 
of collection which represented 2 per cent, of the receipts 
during 1922-3.^ 

It is argued in some quarters that the new staff thus 
appointed, however efficient from the technical point of 
view, is bound to feel a great handicap in its work, as it has 
not got at its disposal the large intelligence staff in the shape 
of village officers who used to help the Collector under the 
old system. It appears that these difficulties are exagger- 
ated, for it is regarded as one of the most important duties 
of the staff to discover new assessees. The department relies 
for the discovery of new assessees not on the information 
supplied by iH-paid village officers, but on the vigilance and 

^ Income Tax Manual, Vol. I, pp. 91-2. * See Chapter XIV. 

* Report of the Inchcape Committee, pp. 218-19. 
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honesty of the staff. During 1925-6 the department 
discovered no fewer than 1,025 assessees in Calcutta 
The Merits of ^l^ne, and over 2,500 in the Punjab.^ It is 
the Existing also collecting valuable information regarding 
System. property owners and also other information 
likely to be useful in its work. There is, therefore, no reason 
to apprehend that the new staff would compare unfavourably 
with the old in this respect. On the other hand, the newly 
created agency has several positive merits which the old 
department lacked. In the first place, officers recruited 
under the new system are better conversant with the intrica- 
cies of commercial accounts and business methods than the 
old revenue officials to whom income-tax work was merely 
one item, usually a most distasteful one, in the duties of a 
busy day."' In the second place, the new staff is likely to 
inspire confidence to a greater extent than the old. Under 
the old system, the action of the district staff in enhancing 
an assessment was liable to be misconstrued. It was some- 
times complained that the executive officers were not averse 
to using their taxing powers to bring pressure to bear upon 
assessees who had made themselves odious to the district 
staff for some reason or other. The separation effected 
between the executive and revenue functions has now 
removed any cause for undesirable impressions like these, 
however erroneous or unfounded they may have been. It 
must also be remembered in this connection that an assess- 
ment to be accepted by the people must be understood by 
them, particularly in view of the increase in rates that has 
taken place in recent years. The revenue authorities must 
be prepared to devote their time ungrudgingly to explain 
to the tax-payers the methods followed in arriving at assess- 
ments. Such a procedure removes friction and renders 
administration of the tax easier in future. In the past, 
however, it was often felt that the revenue authorities did 
not bestow that amount of attention which the assessees 
had a right to expect. 

The duties of the staff brought into existence by the Act 
of 1922 are laid down with sufficient clearness in the Act 

^ Report of the Central Board of Revenue, 1925-6. 
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and is answerable to the Chancellor of the Exchequer in 
securing the execution of the Income Tax Acts. The Board 
has under its control scattered through the country a highly 
efficient body of permanent civil servants known by the 
name of Inspector of Taxes. These are mostly University- 
trained men and are appointed on the result of competitive 
examinations. They are responsible to the Board of Inland 
Revenue for safeguarding the legitimate interests of the 
Crown in aU matters relating to income tax. 

Interposed between the Board of Inland Revenue and 
the Inspectors of Taxes are unpaid local assessors known 
_ as General Commissioners ^nd Additional 

TI16 

Administrative Commissioners. This non-official machinery 
Machinery in jg based on that adopted in connection with 
reat ritam. which had existed for more 

than a century at the time when income tax came to be 
introduced in Great Britain. Under the Land Tax Acts 
the county was made the administrative unit and Commis- 
sioners were nominated by the Acts for each such unit. 
The Commissioners so appointed were required to nominate 
from among themselves General Commissioners (abbreviation 
for Commissioners for the general purposes of the income 
tax) for each division into which the counties had long 
been divided. It was the duty of the General Commis- 
sioners to put the Income Tax Acts into force as regards 
each parish within their division.^ They appointed asses- 
sors, made assessments, heard appeals, and forwarded the 
amount of tax collected to the Treasury. The representa- 
tive of the Crown had very little power in these matters in 
the early days of income-tax administration. In those 
days trade and industry were largely centred in the parish 
or locality, and the idea was to ensure the assessment and 
collection of the tax with the minimum of interference by 
the Exchequer. 2 To-day the conditions of business have 
changed. Modem complexities render it imperative that 

1 See the evidence of Sir Thomas Collins in the First Instalment of the 
Minutes of Evidence before the Royal Commission on the Income Tax, 1920, 
paras. 263-306. 

* Appendix IV, First Instalment of the Minutes of Evidence before the 
Royal Commission on the Income Tax, 1920. 
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the bulk of the work should be done by technically trained 
men able to devote their whole time and energy to the task. 
It is also necessary to ensure that information obtained in 
any part of the country should be made readily available 
for use in another part. These circumstances have contri- 
buted to transform the scheme of administration originally 
contemplated in Great Britain. Under modem conditions 
much of the work that theoretically belongs to the local 
Commissioners is done by the Inspector of Taxes. But 
with the partiality for old institutions and traditions so 
characteristic of the British race General Commissioners 
have been retained down to the present day. Their main 
function now is to hear appeals from assessments. It is, 
however, well known that the great majority of appellants 
settle their disputes with the Inspector of Taxes, and the 
agreement arrived at with these officers merely receives the 
formal sanction of the Commissioners. The Royal Commis- 
sion on the Income Tax recognized that the institution of 
unpaid Commissioners was in many respects an antiquated 
one. But they refused to recommend its abolition. They 
remarked : 

. . . “ the tax-payer . . , often looks upon the General Com- 
missioners as a natural safeguard interposed between himself 
and the revenue authorities. We believe also that the General 
Commissioners by the exercise of local knowledge and common- 
sense judgment prove on the whole a satisfactory tribunal.” ^ 

The Additional Commissioners are appointed by the 
General Commissioners and are charged with the duty of 
making assessments under Schedule D, which relates to 
income from commercial, industrial and professional activ- 
ities. Any person who has been assessed by the Additional 
Commissioners may elect to appeal either to the General 
Commissioners or to the Special Commissioners (shortened 
form of Commissioners for the special purposes of the Income 
Tax Acts) . The latter are whole-time paid officials appointed 
by the Treasury to perform certain definite duties specially 
assigned to them. Among the more important duties 
assigned to the Special Commissioners are the hearing of 

^ Report of the Royal Commission on the Income Tax, 1920, para. 344. 
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appeals relating to Schedule D assessments, and the making 
of original assessment of income under the same Schedule 
on the request of any tax-payer who prefers not to be assessed 
by the Additional Commissioners. They are also respon- 
sible for the assessment and collection of super-tax and the 
assessment of the railway companies in the United Kingdom. 

The description of machinery for the administration of 
income tax in Great Britain and in India outlined above 
reveals two very striking dissimilarities. In Great Britain 
the combination of the amateur and the expert, as illus- 
trated in the employment of the services of the unpaid 
local commissioners and of the permanent civil servants, 
secures the maximum possible revenue, while safeguarding 
at the same time the interests of the tax-payers. In India 
there is no competent body of persons possessing local 
knowledge to aid the Income Tax Officer, who is liable to 
frequent transfer from district to district. We have seen 
in a previous chapter ^ that the use of non-official agency 
was found to be helpful in one Province at any rate, where 
it was given a prolonged trial. In the light of the experi- 
ence gained in that Province a beginning should be made in 
establishing non-official appellate bodies in populous and 
industrial centres, where there would be no difficulty in 
securing the services of men able and willing to aid the income- 
tax authorities. A machinery of this kind would go a long 
way towards securing that harmony between the members 
of the public and the revenue authorities without which no 
income tax can be smoothly and efficiently administered. ^ 

Another feature of the British income-tax administration 
which differentiates it from the Indian is the special treat- 
ment of super-tax. In Great Britain the super-tax is assessed 
and collected by the Special Commissioners who consist 
partly of experienced Inland Revenue officials and partly of 
men with legal training. The main object of the appoint- 
ment of Special Commissioners of Income Tax is to afford 

^ See Chapter X. 

2 It may be mentioned in this connection that speaking in the Indian 
Legislative Assembly on the 13th March, 1928, Sir Basil Blackett referred, 
among other things, to the need for “ more touch between the members 
of the public and the income-tax authorities." 
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business men the means of avoiding the disclosure of their 
profits to their neighbours. In India the income tax and 
super-tax are treated as one, both being assessed by the 
same official. The difficulty connected with the disclosure 
of business profits does not, therefore, arise at present. If 
at any time in the future non-official appellate bodies are 
set up, the use of this agency might be made optional at 
the instance of the assessee. 
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CONCLUSION 

The most striking feature of the evolution of the Indian 
income tax, as described in the foregoing pages, is the 
remarkable transformation in public opinion that has taken 
place regarding it. It was believed at the outset even by 
experienced British administrators, that any form of direct 
taxation was unsuited to an Oriental people and that the 
inquisitorial nature of the income tax rendered it specially 
repugnant to the people of India. It was held, further, 
that income tax was demoralizing both to the officers assess- 
ing and to the people assessed, and that from the political 
standpoint its imposition was a mistake because of its ten- 
dency to weaken the influence of the district officers by 
promoting distrust among those with whom they should 
live in constant and intimate intercourse. The tax has 
now been in existence continuously for over forty years. 
The causes which used to produce irritation and discontent 
among the tax-payers have now been remedied, and to-day 
there is nothing to show that there is any special resentment 
against it any more than against other tcixes. Indeed, it is 
possible to maintain that the enlightened section of the 
public now reahze that, if it is an evil, it is a necessary one, 
and that what is needed is not the abolition of the tax but 
its strict enforcement, so that the incidence may be fair as 
between different classes and individuals. Nor is there any- 
thing to suggest that from the moral and pohtical stand- 
points its consequence has been at aU harmful, as many of 
the British administrators apprehended it would be. 

The growing complexity of modern business has neces- 
sarily made the Indian income tax of to-day a more comph- 
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cated instrument than it used to be in the seventies and the 
eighties of the last century. But what the tax has lost in 
simpHcity it has gained in equity, due particularly to the 
continued efforts of the last ten years to remove inequalities 
in incidence and to adjust the burden according to the rela- 
tive capacities of different classes of tax-payers. We have 
seen that in these efforts at reform reliance has been placed 
to an increasing extent on British income-tax practice. 
The most recent example of this tendency is to be found 
in the measure which was referred to a Select Committee 
of the Indian Legislative Assembly in February, 1928. 
This bill is largely modelled on the provisions of the United 
Kingdom on the subject, and is designed to prevent the 
evasion of the super-tax by the formation of what are known 
as “ one-man companies.'' In the course of the preceding 
pages other features of the British income-tax law are exam- 
ined, and it is suggested that some of these might be adopted 
in India with little or no loss of revenue. 

The problem of income-tax administration which is hkely 
to come to the forefront is the need for improving the yield 
of the tax, in view of the important part which it will be 
called upon to play in the near future. During and after 
the war the tax has been used to an increasing extent for 
bridging the gulf between expenditure and revenue. It is 
emphasized in the foregoing chapters, on the basis of a 
comparative study of British and Indian conditions, that 
the existing rates of Indian income tax may be increased 
still further, so far as incomes higher up the scale are con- 
cerned, without the apprehension of any injurious effect on 
industry and initiative. The problem of the taxation of 
agricultural income is also examined from the historical 
standpoint, and it is urged that there is no reason to believe 
that the administrative difficulties, referred to by the Indian 
Taxation Inquiry Committee, are greater to-day than they 
were in the last half of the nineteenth century. 

But while with the advance of democratic institutions 
fresh sources pf revenue must necessarily be tapped, unceas- 
ing efforts should simultaneously be made to stop all existing 
loopholes for fraud and evasion. Nothing is more calculated 
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to alienate public opinion than the behef that the income 
tax is unequal in its incidence and that it operates as a tax 
on honesty. It is suggested in the course of this study 
that, by suitable modifications in the existing law and 
practice the yield of the tax could be increased without 
imposing hardship on the honest tax-payers. At the same 
time stress is laid on the fact that while legal and adminis- 
trative rules are useful in their own way for preventing 
leakage of revenue, they become more effective if they are 
backed by a healthy and powerful pubUc opinion. The 
co-operation of all right-thinking citizens is, therefore, needed 
in the difficult task that lies before the revenue authorities. 
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STATEMENT SHOWING THE NUMBER OF PERSONS 
ASSESSED AND AMOUNTS REALIZED UNDER ACT 
XXXII, i860, EXCLUSIVE OF DEDUCTIONS FROM 
THE SALARIES OF GOVERNMENT SERVANTS 
{Vide APPENDIX 20, SELECT COMMITTEE ON EAST 
INDIAN AFFAIRS, 1872) 



1860-1. 

i86i~2. 

1862-3. 


No. 

Rs. 

No. 

Ks. 

No. 

Rs. 

Bengal . 

276,482 

6,374,741 

278,482 

5,791,963 

72,544 

4.565.267 

Madras . 

98,461 

1,252,827 

139,529 

1,672,486 

85,029 

1,352,666 

Bombay 

212,262 

3,196,237 

218,968 

3,410,290 

43,341 

3,292,066 

N.W.P. . . 

183,577 

3,269,950 

200,493 

3,243,514 

41,055 

2,271,263 

The Punjab 

{b) \ 

401,911 

(c) 76,034 

703,741 

(c) 53.453 

434,364 

Oudh 

{d) 26,735 i 

280,298 

44,238 

346,433 

3.963 

395,285 

Brit. Burma 

{e) 19,391 1 

234,758 

33,102 

234,964 

3.355 

131,512 

C.P. 

(/) 25,606 

228,003 

(/) 26,192 

337,680 

5,660 

265,305 


842,514 

15,238,725 

1,017,038 

15,741,071 

308,400 

12,707,728 


'), (9), (d), (e), (f) See Notes on opposite page. 
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APPENDIX k— continued. 



1863-4. 

i 864 “ 5 . 

Total. 




No. 

Rs. 

No. 

Rs. 

Bengal . . 



64,210 

3,033,201 

760,858 

23,014,686 

Madras . . 

39,606 

897,288 

37,552 

861,496 

400,177 

6,036,763 

Bombay 

45,288 

2,788,451 

47,400 

3,235,810 

567,259 

15,922,854 

N.W.P. . . 

39,905 

1,660,029 

38,847 

1,591,453 

413,824 

503,877 

12,036,209 

The Punjab 

13,621 


(c) 24,514 

(r)i67,622 

2,321,557 

Oudh . . 

1,607 

257,241 

1,539 

234,921 

78,082 

1,514,178 

Brit. Burma 

2,179 

99,407 

3,172 

87,102 

61,199 

787,743 

C.P. . . 

is) 5,660 

187,098 

(g) 5,660 

365,073 

68,778 

1,383,159 


217,006 

9,506,745 

1 

222,894 ' 

9,822,880 

2,607,852 

63,017,149 


(6) Not given by the Punjab Government. 

{c) Apparently includes Government servants. The Local Governments 
do not show the two classes separately. 

(d) The number of persons assessed is not given for three districts in 

Oudh : the records of two districts appertaining to I.T. assessment 
under Act XXXII of i860 were destroyed by wMte ants, and those 
of another were either sold or destroyed in 1865 as old and useless 
records. ; 

(e) In some districts in British Burma collection for certain years cannot 

be ascertained. 

(/) The figures are not accurate as they include double and triple enu- 
meration of the same person when assessed under more than one 
schedule. 

(g) Information as to number of persons assessed in 1863-4, 1864-5 is 
wanting. 
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EXCLUSIVE OF CONTRIBUTIONS FROM THE SALARIES OF GOVERNMENT SERVANTS 
DURING 1868-9 UNDER THE CERTIFICATE TAX ACT 
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APPENDIX E 


STATEMENT SHOWING NUMBER OF INCOME-TAX 
ASSESSEES AND THE AMOUNT OF ASSESSMENT, 
1900-1 TO 1915-16 



Years. 

Original 
No. of 
Assessees. 

Final No. 
of 

Assessees. 

Petitions 

and 

Objec- 

tions. 

Original 

Demand. 

Rs. 

Final 

Demand. 

1 Rs. 


I 900-1 

121,128 

116,720 

11,250 

4,888,591 

4.657,149 


1905-6 

42,648 

40,875 

5»994 

4,275,166 

3,867,133 


1910-II 

49.578 

48.837 

6,031 

5,040,538 

4,966,362 

t 

1915-10 

54.878 

54.176 

4.056 

6,552,140 

6,481,642 

North- ( 

I 900-1 

71.085 

68.696 

6,101 

2,262,428 

2,143,368 

West J 

1905-6 

29,620 

28,556 

2,510 

1,785.979 

1,722,334 

Province ( 

1910-11 

32.095 

31.153 

2,632 

2,027,927 

1,948,894 


1915-16 

36.187 

35.288 

2,739 

2,392 335 

2,319,667 

1 " 

I 900-1 

86,806 

82,312 

20,101 

4,264,561 

3 . 335 , 8 a 9 


1905-6 

44.377 

42.632 

10,163 

3,466,872 

3.312,171 

Bombay 

1910-II 

51,220 

48,997 

13,552 

4 > 939 , 25 i 

4,568,520 

{ 

1915-16 

6.8,056 

65,082 

17,678 

7,789,070 

6.769,756 

( 

1900- I 

86,794 

84,047 

28,780 

2.535,946 

2,430,888 


1905-O 

41.482 

40,258 

13,283 

2,442,592 

2 . 333>432 

IViaUX clT} 

1910-1 I 

47.702 

46 , 585 (fl) 

12,644 

2,858,788(6) 

2,740,284(6) 

{ 

1915-16 

56,541 

55 . 245 («) 

15,381 

3.591,473(6) 

3,472.679(6) 


(а) These figures do not include Government servants and holders of 

securities. 

N.B. — The number of petitions and objections include those before 
the Collector as well as the Commissioner. 

(б) The figures are exclusive of the tax realized from salaries of Govern- 

ment servants and also from interest on Government securities. 
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15s. 

Extract from Foreword. — “ The value of Mr. Ambedkar ’s contribution 
to this discussion Ues in the objective recitation of the facts and the 
impartial analysis of the interesting development that has taken place 
in his native country. The lessons are applicable to other countries as 
well ; nowhere, to my knowledge, has such a detailed study of the under- 
l3dng principles beefl made.” 
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Wages and the State ; A Comparative Study of the Prob- 
lems of State Wage Regulation. 

By E. M. Burns, B.Sc. Demy 8vo. 450 pp. 16 s. 

The Times . — “ An unnoticed revolution has taken place in the present 
century in the attitude of Governments to wages. Mrs. Bums has com- 
piled a chronicle of this revolution, and made a searching examination of 
the problems of principle that it raises. The time was ripe for such a 
survey, and it has been well done. . . . The chief value, perhaps, of Mrs. 
Burns’s analysis lies in the success with which she reveals the practical 
difficulties that arise inevitably out of any attempt to apply hard and 
fast rules to the question of wages.’* 

The Economics of Wages and Labour. 

By Nora Milnes, B.Sc. Demy 8vo. 200 pp. 8s. 6d. 

This book examines certain economic principles which determine in- 
dustrial prosperity. An understanding of the questions raised is essential 
to all who desire to improve the relations between Capital and Labour. 

Economic Journal . — “ The whole book is clearly written, alike on the 
theoretical and practical sides. The treatment is suggestive and does 
much to stimulate discussion, whilst Miss Milnes displays an admirable 
capacity to see, and to make clear to the reader, the reasons for points of 
view and actions with which she herself is not in agreement.” 

Some Problems of Wages and their Regulation in Great 
Britain since 1918. 

By Allan G. B. Fisher, Ph.D., of the University of Otago, New 
Zealand. Demy 8yo. 300 pp. 128. 6d. 

This study aims at an historical presentation of some of the more 
important wage problems that have arisen since the War, with special 
reference to their interactions with the opinions of the several parties to 
wage negotiations, and to the principles which have been applied in each 
case. 

A History of French Colonial Policy (1870-1925). 

By Stephen H. Roberts, M.A., Professor of History, University of 
Sydney. 2 Vols. Royal 8vo. 760 pp. and 25 maps. 42s. 

This book contains an historical account of the development of the 
French colonies and a thoughtful analysis of the successive policies that 
France has adopted in regard to them. It deals not merely with political 
relationship and the machinery of administration, but with economic 
policy and native policy as well, and, of equal importance, with the right 
co-ordination of all these. A very full bibliography and many maps are 
also included. 
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14 Great Smith Street, London, S.W.l. 
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Health Problems in Organized Society : Studies in the 
Social Aspects of Public Health. 

By Sir Arthur Newsholme, K.C.B., M.D.» formerly Chief Medical 
Officer of the Local Government Board. Demy 8vo. 266 pp. 12s. 

The addresses and lectures contained in this volume deal in nineteen 
chapters with some of the chief communal problems, including the role 
of education, of the various forms of insurance and of compulsion, of 
research, and of medical practice on national health. 

The underl5dng problems of limitations of liberty in communal life, of 
sex hygiene and morality, of alcoholic control and of the unequal social 
distribution of the birth-rate are analysed. 

Family Allowance in Practice : An Examination of the 
Family Wage System and of the Compensation Fund 
in Belgium, France, Germany and Holland. 

By Hugh H. R. Vibart, M.A., B.Litt. Demy 8vo. 266 pp. 

10s. 6d. 

This book is an attempt to describe the short but remarkable history 
of the Family Wage System in Europe, and in some measure to examine 
the reactions and the problems to which its rapid development has given 
rise. 

Daily News. — “ Mr. Vibart’s studious, detailed and unpartisan book 
will enable many readers to follow the significant object-lesson which 
France is exhibiting to the world.” 

Essays In Applied Economics. 

By A. C. PiGOU, M.A.» Professor of Political Economy in the University 
of Cambridge. Second Edition. Demy 8vo. 198 pp. lOs. 6cl, 

The Private Use of Money — Employers and Economic Chivalry — Long 
and Short Hirings — Unemployment and the Great Slump — A Minimum 
Wage for Agriculture — Trade Boards and the Cave Committee — Prices 
and Wages from 1896-1914 — Eugenics and Some Wage Problems — Small 
Holdings — The Concentration of Population — Some Aspects of the Housing 
Problem — The Report of the Royal Commission on the Income Tax — 
Income Tax and Co-operative Societies — The Real Ratio of International 
Interchange — The Foreign Exchange — The Exchange Value of Legal 
Tender Money. 

An Economist’s Protest. 

By Edwin Cannan, Emeritus Professor of Political Economy in the 
University of London. Demy 8vo. 460 pp. 168 . 

This is a selection of over a hundred articles and letters, many hitherto 
unpublished, written from 1914 to 1926, and indicating the attitude of 
an econoi^t to the events and opinions of those eventful years. A certain 
unity is given to the whole by the human interest which is felt in watching 
a single man struggling against the current of the popular beliefs of the 
moment. 
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Some Economic Factors in Modern Life. 

By Sir Josiah Stamp, G.B.E., D.Sc. Demy 8vo. 286 pp. lOs. 6d. 

Some Economic Factors : Aesthetics — Inheritance — Invention — In- 
dustrial Co-operation — Amalgamation — Stimulus. The Measurement of 
Economic Factors : Statistical Methods — Human Nature in Statistics. 

In this volume Sir Josiah Stamp analyses the influence upon modern 
economic hfe of various important factors which have been practically 
ignored hitherto in economic hterature. 

Wealth : A Brief Examination of the Causes of Economic 
Welfare. 

By Edwin Cannan, Emeritus Professor of Political Economy in 
University of London. Third and Revised Edition. Crown 8vo. 
330 pp. 58 . 

First published in 1914, nearly 20,000 copies have been sold to date, 
and the book has been translated into Spanish, Japanese, Chinese, Pohsh, 
and BraiUe. In this, the third edition, the book has been entirely re-set, 
much new matter added, and the price reduced to 5s. There are also 
many alterations in casual allusions and examples which have been made 
necessary by the effects of the War, especially the great decline in the 
purchasing power of money. 

Go -operation at Home and Abroad. 

By C. R. Fay, M.A., Late Fellow of Christ’s College, Cambridge ; 
Professor of Economic History, University of Toronto. Third Edition, 
with Supplementary Chapters deahng with the Progress of Co-opera- 
tion in the United Kingdom to 1918, Agricultural Co-operation in the 
Canadian West and the Canadian Wheat Pools. Demy 8vo. 480 
pp. 15 s. 

Economist . — “ This is a really useful book which should hold the ground 
for some time as a standard work on its subject.” 

Nationalism, Politics and Economics. 

By Edward Batten. Demy 8vo. 160 pp. 7 s. 6d. 

Tliis book shows how jealous Nationalism and the pohtics rooted therein 
waste the wealth which should flow from the growing application of 
scientific method to productive activity, and how imphcit in the science 
of orthodox Economics there is a principle, new only in its recognition, 
which if adopted by Britain would ease the burden of hostile tariffs, 
maintain full and profitable employment for its people, and keep its con- 
suming and producing power in constant equeility. 
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The Income Tax in Great Britain and the United States. 

By Harrison B. Spaulding, Ph.D. Demy 8vo. 320 pp. 128 . 

In both Great Britain and the United States the income tax is the 
principal source of public revenue, and a comparative study of the income 
tax laws of these two great English-speaking nations has long been needed. 
This book is an attempt to meet this demand. 

Financial News . — “ The study is careful, and, in detail, full, and for the 
inquirer in search of comparative facts the book is a valuable com- 
pendium.** 

Economic Control : Australian Experiments in “ Rational- 
isation and Safeguarding.” 

By N. Skene Smith, B.Com. Demy 8vo. 330 pp. Map and six 
Illustrations. ISs. 

The object of this book is two-fold. Firstly, to state briefly the methods 
by which the economic machinery of a country can be controlled in accord- 
ance with the teachings of modem economic science. Secondly, to examine 
recent Australian developments in the light of this teaching. 

The Early History of Banking in England. 

By R. D. Richards, Ph.D. Demy 8vo. 300 pp. ISs. 

A carefully documented account is given of the early history of English 
banking, with particular reference to the operations of the goldsmith 
bankers, the evolution of English paper money, and the early transac- 
tions of the Bank of England. 

This is followed by an interesting survey of later English banking 
developments up to the Bank Act of 1833, and a lucid analysis of the 
economic, pohtical and religious conditions under which banking originated 
in England. 

A Review of Economic Theory. 

By Edwin Cannan, Emeritus Professor of Political Economy in the 
University of London. Demy 8vo. 460 pp. 168 . 

In this book Professor Cannan has been faithful to the principle which 
he followed at the London School of Economics — the principle that general 
economic theory can best be made intelligible by following its development 
from its simplest beginnings. The story told in his “ Theories of Produc- 
tion and Distribution ” is now retold, but in a much shorter form, so that 
room is found not only for starting the history of these theories at their 
birth and carrying it down to the present time, but also for a similar 
history of the th«ory of value, and for a chapter on “ Aspirations and 
Tendencies,’* in which the drift of economic progress is discussed. 
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